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e Disclosures about Derivative Instruments and 
Hedging Activities (FASB No. 161) 
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“As a small firm, we find the 


Center’s resources extremely 
valuable and an inexpensive 
way to keep informed about 
new developments and to 
network with other firms. 
The E-Alerts alone make our 
membership worthwhile.” 


Tony Lynn 

Shareholder 

Davis, Lynn & Moots, PC 
Springfield, MO 
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Demonstrate 
Your Commitment 


Become Part of the Audit Quality Community 


The AICPA is committed to helping you build and grow your audit practice — 
no matter what size — and ensure that you are delivering the highest quality 
audit services. If you are a CPA firm that has Yellow Book not-for-profit, HUD, 
government or ERISA benefit plan audit clients, join one or both of 
our Audit Quality Centers and enjoy valuable resources, including: 

@ E-mail alerts with the latest audit and regulatory developments 

™@ Dedicated Web site and online member discussion forum 


M@ Exclusive members-only Webcasts and teleconferences 
@ Savings on professional liability insurance 


Membership in the AICPA Employee Benefit Plan Audit Quality Center 
(EBPAQC) or Governmental Audit Quality Center (GAQC) saves your firm 
time by providing a centralized place to find information you need, when 
you need it, to maximize your quality and practice success. 


To join or learn more, visit us on the Web or call us at 
202-434-9207. 


Ee 
Sa Governmental 
gums Audit Quality Center 
AIC PAX www.aicpa.org/GAQC 


e-mail: gaqc@aicpa.org 


Ma F ployee Benefit Plan 
gemme Audit Quality Center 
CMY swwwaicpa.ory/eBPaac 


e-mail: ebpaqc@aicpa.org 


1315-326 





HIGHLIGHTS 


@ Three professional organizations, 
including the AICPA, released new 
recommendations for fighting fraud. 
The report, Managing the Business Risk of 
Fraud: A Practical Guide, is sponsored by 
the AICPA, the Association of Certified 
Fraud Examiners and The Institute of 
Internal Auditors. 

The guidance outlines principles for 
establishing effective fraud risk manage- 
ment, regardless of the type or size of an 
organization. It can be used to assess or 
improve a fraud risk management pro- 
gram, or to develop an effective program 
where none exists. Five key principles 
_ within the guidance address governance, 
risk assessment, fraud prevention and 
detection, investigation and corrective 
action. 

A team of more than 20 fraud man- 
agement experts from the private and 
public sectors and academia worked to 
compile the guidelines over a two-year 
period. The guidance is endorsed by the 
Association of Chartered Certified Accoun- 
tants, the Canadian Institute of Chartered 
Accountants, the Institute of Management 
Accountants, the Open Compliance & 
Ethics Group, the Society of Corporate 
Compliance and Ethics, and The Value 
Alliance. 

The guidance is available from the 
sponsoring organizations’ Web sites at 
www.acfe.org, www.aicpa.org and 
www.theiia.org. 


& The Association of Certified Fraud 
Examiners released its 2008 Report 
to the Nation on Occupational Fraud 
& Abuse. The study is based on data 
from 959 occupational fraud investiga- 
tions conducted between January 2006 
and February 2008 by individuals hold- 
ing the Certified Fraud Examiner (CFE) 
credential (which is administered by 
AGEE). 


The report found that U.S. organiza- 
tions lose an estimated 7% of their annu- 
al revenue to fraud. The median loss 
caused by the frauds in the study was 
$175,000. Small businesses suffered dis- 
proportionately large losses. The median 
loss for organizations with fewer than 100 
employees was $200,000, which was 
higher than the median loss for any oth- 
er size category. 

Corruption and fraudulent billing 
schemes were, respectively, the first and 
second most common categories of 
fraud among the cases reported. Finan- 
cial statement fraud, with a median loss 
of $2 million among the 99 cases 
included in the report, was the most 
costly fraud category. Lack of adequate 
internal controls was most frequently 
cited as the factor that allowed fraud to 
occur. 

For more on the report, visit the ACFE 
Web site at www.acfe.com/documents/ 
2008-rttn.pdf. 


@ The AICPA and its Minority Ini- 
tiatives Committee recently hosted 
100 minority students at the 14th 
annual Accounting Scholars Lead- 
ership Workshop. The program is part 
of the Institute’s strategic initiative to 
increase minority representation in the 
profession. The workshop emphasized 
the importance of obtaining the CPA cre- 
dential and highlighted the flexibility 
and various career paths of the account- 
ing profession. In addition, many stu- 
dents in attendance were among the 360 
applicants of the AICPA Minority Schol- 
arship program, an AICPA Foundation 
initiative. 

Session topics focused on the impor- 
tance of networking and mentoring. Pro- 
fessionals representing public accounting, 
private industry and academia took part 
in discussion forums and gave speeches 


focusing on the development of strong 
leadership skills. 

“Seeing firsthand the quality and 
enthusiasm of students we hope will 
become future leaders of this great pro- 
fession was very reassuring. These young 
people surely have the capabilities, and 
my hope is we helped them add to their 
confidence when it comes to taking the 
next step and becoming CPAs,” said 
William Ezzell, CPA, president of the 
AICPA Foundation. 

According to the AICPAs 2008 Trends 
study, accounting enrollments in the 
2006-2007 academic year were up 19% 
since 2003-2004 to more than 203,000 
students across all degree programs. 
Minorities comprised 26% of bachelor’s 
enrollments: 11% Black/African Ameri- 
can; 8% Asian; 6% Hispanic/Latino; and 
1% American Indian/Alaskan Native. 

The study is available at http://ceae. 
aicpa.org/NR/rdonlyres/C1E23302-17 
D3-4ED5-AE81-B274D9CD7812/ 
0/AICPA_Trends_Reports_2008.pdf. 


@ Foreclosures started to hit prime 
loans at a faster pace than sub- 
prime loans in the first quarter of 
2008, according to the OTS Mort- 
gage Metrics Report. Prime loans 
comprised almost 50% of newly initiated 
foreclosures in March, up sharply from 
approximately 40% in January. 

Adding to the bad news in the bank- 
ing industry, IndyMac Bank, one of the 
five major lenders surveyed in the Mort- 
gage Metrics Report, was seized by regula- 
tors in July. With $32 billion in assets, the 
bank is the second largest to collapse in 
US. history. The FDIC estimated insured 
losses to IndyMac depositors could cost 
the Deposit Insurance Fund as much as 
$8 billion. The DIF’s balance was approx- 
imately $52.8 billion as of March 31, 
2008 (see “News Digest,” page 25). 
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Nick Pici, CPA 
Managing Partner, 
The Dolan Group 


The Lockhart Advantage” 


World Class Tax and Report Covers 
Featuring Lockhart’s Platinum Presentation Collection” 


The Dolan Group was founded on the principles of building strong relationships, working hard, 


and providing superior service. 


This past tax season saw numerous changes in the continued growth and success of our firm. This 
warranted changes in the professional image of our firm on all levels. The one constant in all of this has 


been Lockhart. 


The Lockhart team worked with us every step of the way in updating our logo and artwork. They went 
above and beyond during a difficult tax season by making sure we received our presentation covers so we 


could continue to service our clients without fail. 


The Dolan Group clients expect the highest quality 
products and services. Lockhart helps set our firm 
apart from the others. 


Take your presentations to the next level 
with the Lockhart Advantage.” Request 
your FREE SAMPLE KIT #J2908 today. 


© 2008 Lockhart Industries, Inc. All rights reserved. 


THE LOCKHART GUARANTEE 


You risk nothing! 100% unconditional guarantee. 


[OCKHART 


Branding Your Image 


...of Excellence 


www.LockhartAdvantage.com 
(800) 966-2709 Fax (214) 348-3782 


The picture was not much better for 
the rest of the big thrifts as the percentage 
of new foreclosures relative to seriously 
delinquent loans rose from 8.7% in Janu- 
ary to 11.2% in March. Over the same 
months, foreclosures relative to seriously 
delinquent prime loans increased from 
10.83% to 16.33%, while new foreclo- 
sures on seriously delinquent subprime 
loans increased at a much slower rate, 
from 6.45% to 7.11%. A seriously delin- 
quent loan is one that is 60 or more days 
past due or, in the case of borrowers in 
bankruptcy, 30 or more days past due. 

Foreclosures in process increased 16% 
in the quarter, from 1.49% of the total 
portfolio in January to 1.73% in March. 
The share of seriously delinquent loans, 
however, declined slightly from 3.65% to 
3.61%. 

The report analyzes mortgage loan 
data from institutions regulated by the 
. Office of Thrift Supervision. Data was col- 
lected from the five largest thrift-related 
servicers—Countrywide, IndyMac, Mer- 
rill Lynch, Wachovia FSB and Washing- 
ton Mutual—which held a combined 
11.4 million first-lien residential mort- 
gages with total outstanding balances of 
$2.3 trillion as of March 31, 2008. These 
portfolios constituted approximately 21% 
of all U.S. mortgages by dollar value. 

The complete report is available at 
www.ots.treas.gov. 


@ SEC Chairman Christopher Cox 
and Federal Reserve Chairman Ben 
Bernanke signed a memorandum 
of understanding that pledges 
deeper information sharing and 
cooperation between the financial 
regulators in key areas of common 
interest. Those areas include anti-mon- 
ey laundering, bank brokerage activities 
under the Gramm-Leach-Bliley Act, clear- 
ance and settlement in the banking and 
securities industries, and regulation of 
transfer agents. 

The MOU covers bank holding 
companies and so-called “consolidated 
supervised entities” that own securities 
firms. The agreement builds on recent 
cooperation between the agencies on 


HIGHLIGHTS 


matters including banking and invest- 
ment banking capital, and liquidity fol- 
lowing the Federal Reserve’s emergency 
opening of credit facilities to primary 
dealers. 

The SEC recently entered into a simi- 
lar agreement with the Commodity 
Futures Trading Commission. The SEC- 
Federal Reserve MOU is available at 
www.federalreserve.gov/newsevents/ 
press/bcreg/bcreg20080707al1.pdf. 


@ A partnership of large account- 
ing firms has joined forces to cre- 
ate and launch the Accounting Doc- 
toral Scholars (ADS) program. The 
ADS was formed in response to a loom- 
ing shortage of Ph.D. accounting faculty 
at U.S. colleges and universities, one rec- 
ognized recently by the Treasury Depart- 
ment’s Advisory Committee on the Auditing 
Profession. The program is administered by 
the AICPA Foundation. 

Enrollments in undergraduate and 
master’s-level accounting programs have 
grown steadily in recent years, as shown 
by the 2008 edition of the AICPAs Trends 
in the Supply of Accounting Graduates and 
the Demand for Public Accounting Recruits. 
But the number of graduating Ph.D.s has 
decreased by about half during the last 10 
years, even as many accounting faculty 
members now look toward retirement. 
The average age of accounting professors 
last year was 55, with nearly one-third age 
60 or older. 

To resupply their ranks, the ADS pro- 
gram has amassed nearly $15 million in 
pledges to fund stipends of $30,000 a 
year for up to 30 qualifying Ph.D. candi- 
dates each year for the next four years. 
The sponsoring accounting firms are also 
committed to recruiting practicing pro- 
fessionals from their ranks to transition to 
a faculty career. 

“This program is designed to enable 
colleges and universities to add slots for 
graduate students pursuing their doctor- 
ate and increase the pipeline of qualified 
applicants for doctoral study in account- 
ing with an emphasis in auditing and tax,” 
said Doyle Z. Williams, executive director 
of the ADS program. 


Applicants must be U.S. citizens or per- 
manent residents with significant public 
accounting experience in auditing or tax. 
They must also be committed to a career in 
teaching and research in auditing or taxa- 
tion at a U.S. university accredited in busi- 
ness by the Association to Advance Colle- 
giate Schools of Business. Applications may 
be submitted starting Sept. 9. For more 
information, write adsprogram@aicpa.org 
or call 919-402-4524. 


@ The International Federation of 
Accountants’ (IFAC) member body 
compliance program has reached 
a major milestone in its mission to 
encourage accountancy organizations 
worldwide to work together with their 
members, regulators, standard setters 
and other key stakeholders to strength- 
en the profession. The compliance pro- 
gram comprises a three-part process that 
includes a member organization’s assess- 
ment of its country’s regulatory and stan- 
dard-setting framework; a self-assess- 
ment of the extent to which a member 
body has committed to international 
convergence of standards and promoted 
the implementation of strong quality 
assurance and enforcement regimes as 
specified in IFAC membership require- 
ments; and the development of action 
plans to further the convergence process 
and meet other IFAC membership 
requirements. 

The compliance program is in this 
third phase, and in July the action plans 
of IFAC members from six countries 
were publicly released on the IFAC Web 
site. The six members are Federacion 
Argentina de Consejos Profesionales de 
Ciencias Econémicas; Botswana Institute 
of Accountants; Chinese Institute of Cer- 
tified Public Accountants; Chamber of 
Auditors of the Czech Republic; Institute 
of Certified Public Accountants of 
Kenya; and Corpul Expertilor Contabili 
si Contabililor Autorizati din Romania. 

To view the action plans of IFAC mem- 
ber bodies as well as the responses to parts 
1 and 2 of the compliance program, go to 
www.ifac.org/ComplianceAssessment/ 
published.php. % 
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Avoid nape consequences of — 
violating ethical standards 


New! CPE On-Demand format— 
Get immediate online access! 


Know the pitfalls. Avoid risk. Apply ethics rules. Respond to 
ethical dilemmas. Learn alternative courses of action. Train 
your staff. Earn CPE credit. Meet Ethics CPE requirements. 


Choose new CPE On-Demand format or CD-ROM! Check out 
these featured courses from AICPA’s comprehensive Ethics 
training curriculum to find the self-study course and format 


that best meets your needs. 


New! Professional Ethics: 
Complying with the GAO Rules 
Recommended CPE credit: 2 
On-Demand, 159440; CD-ROM, 739440hs 


New! Professional Ethics: 


2008 Update 
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On-Demand, 159430; CD-ROM, 739430hs 


Ethics: Non-Attest Services, 
Integrity and Objectivity 
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On-Demand, 159412; CD-ROM, 739412hs 


Professional Ethics for CPAs 


in Business & Industry 
Recommended CPE credit: 2 
On-Demand, 158900; CD-ROM, 738900hs 


Ethics for Tax Practice 
Professionals: 
Circular 230 and the SSTSs 


Recommended CPE credit: 2 
On-Demand, 158700; CD-ROM, 738702hs 


AICPA Ethics training aoe 
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Professional Ethics 
Recommended CPE credit: 2 


On-Demand, 158383; CD-ROM, 738383hs 


Independence 
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On-Demand, 159178; CD-ROM, 739178hs 
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CAREERS AND RECRUITING 


Succession Plans Simmer 
on the Back Burner 


ccording to the AICPAs 2008 PCPS 
Succession Survey, almost 70% of 
multi-owner firms and more than 50% 
of sole proprietors (sole owner firms 
and sole practitioners) believe succession 
planning will be a significant issue for 


them in the near future. 


But only 35% of multi-owner firms and 9% of sole 
proprietors actually have a written succession plan in place. 


News, People, Trends | and Other Noteworthy Items 





For more of the survey’s findings and to access the Succession Planning Resource Center, 


visit http://peps.aicpa.org/Resources/Succession+ Planning. 


Source: The AICPA, www.aicpa.org. 
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TECH TALK 
Ready or Not, Here 
Comes XBRL 


Dw the SEC-proposed __ 
mandate that all public compa- 
nies adopt XBRL by 2011, a 
Compliance Week survey found 
that few are prepared for imple- 
mentation. 

Of the 236 publicly held compa- 
nies surveyed, nearly 80% said no 
member of their staff is well-versed 
in XBRL, and 15% said they had 
no knowledge of XBRL at all. 

Forty-four percent of the respon- 
dents said they just started 
researching XBRL and have done 
no previous testing. 


Source: Compliance Week, www.complianceweek.com, 





TOP LINE 


oe BUSINESS TRENDS 
Home, Office Distinctio Blurs 


ty percent of employed persons did some or all of their 
work at home in 2007, aong to the 4 > Bureau of Labor 


wie BLS stad also found: 


mi Hours worked at home averaged 2. 8 hours per oy While: 
hours worked at a workplace averaged 7.9 hours per day. 


. & Men and women were equally ek to do some or all of their — 
work at home. 


2 ons workers were more ae Ae wage and 


1 6% 
— eis were almost twice as likely 


A 


a TV was the ae activity that Sted e a : E Filing Lags Behind 


time, accounting for about half of leisure time, on avers 2) ) 
for both men and women. |. . Mandate 


RS estimates indicate about 60% of 

all tax forms will be electronically 
filed during 2008, far short of a 1998 
congressional mandate of 80% by 
2007. For a second year, the Service’s 
Electronic Tax Administration Advisory 
Committee recommended that 
Congress authorize the IRS to require 
e-filing by paid tax preparers who use 
tax software to prepare more than 50 
individual returns per year. 

ETAAC also urged the IRS to 

“strongly encourage” e-filing vendors to 
eliminate filing fees. 


food Sapered with 64% pm wom 


Source: The IRS Electronic Tax Administration Advisory 
Committee’s Annual Report to Congress, www.irs.gov. 


2U 


Years since the SEC began 
encouraging international 
efforts to develop a core set of 
accounting standards. 


Source: www.ifrs.com. 





Bureau of Labor Statistics’ 2007 American Time Use Survey, www.bls.gov. 
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DATA POINT 


Coccccccccccccccccccccce 
Percentage of HR 
professionals who agree that 
volunteering business skills or 
expertise to a nonprofit can be 
an effective way to further 
develop those skills. 


Source: 2008 Deloitte Volunteer IMPACT Survey, 
www.deloitte.com. 











- Hotels Give Customers a 
Voice of Reason 


~ he hotel industry leads the nation 
in customer satisfaction related | 
to call center assistance, according 
to CFI Group’s Contact Center 
Satisfaction Index 2008. 
_The CCSI industry scores were: =| BUSINESS TRENDS 


BHotels (78) ; ; 
lm Multi-Channel Retail (76) For ElSners Snap Up Ls. Businesses 


- Insurance (75) (ee by foreign direct investors to acquire or establish U.S. 
@ Cell Phone Service (72) businesses increased sharply in 2007 after also increasing 

ia i strongly in 2006, according to the U.S. Bureau of Economic Analy- 
aha sis. outlays reached 32768 billion in 2007, the second largest : 
a Government (70) recorded and the highest since 2000, when new investment outlays 
@ Personal Computers (69) peaked at $335.6 billion. 
' atallita TY As in previous years, most outlays by foreign direct investors were 
pe ene perce ty ao | to acquire existing U.S. businesses. These outlays totaled $255 bil- 
lion, compared with $21.9 billion to establish new U.S. businesses. 

The total value of all foreign-owned assets in the U.S. at the end 
of 2007 was nearly $20.1 trillion. In comparison, the total of U.S.- 
owned assets abroad was $17.6 trillion. 

U.S. businesses that were newly acquired or established by for- 
eign direct investors employed 487,600 people, more than double 
the 223,400 people employed by businesses that were newly 
acquired or established in 2006. 

Outlays increased most substantially in manufacturing, which 
accounted for nearly half of total investment outlays in 2007. 

Outlays by investors from most major geographic areas increased. 
Overall, the outlays from Europe accounted for more than half of the 
worldwide total. 


Source: CFI Group, www.cfigroup.com. - : 


Source: Bureau of Economic Analysis, www.bea.gov. 
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GOVERNMENT i 
Flying Blind 
Public's Dime Sai ee 


prerequisite for good \Y 
decision making is 
access to ape 












EMPLOYEE BENEFITS 
Mental Health Days Really 
Work/Life Balance Days 



























hat are employees really doing 
when they take a “mental 
health day”? 
According to a poll by ComPsych, 
a provider of employee assistance 
programs, the top five reasons 
employees take a mental health 
day are: 
1. Family/relationship issues (80%) 


2. Work stress/workload (20%) 

3. Financial, legal or other personal 
issues (15%) 

4. Lack of physical energy/well- 
being (12%) 

5. Boredom/lack of motivation 
(5%) 


Eighteen percent of workers sur- 
veyed reported not taking mental 
health days. 


Source: ComPsych's Tell /t Now survey, www.compsych.com. 







FINANCIAL REPORTING : . 7 ic on — 


SOX Guidance Has 
Helped Decrease 
Compliance Burden 


hanks to SOX section 404 rules 

and guidance issued by the PCAOB and 
the SEC in May 2007, many internal audit com- 
mittees are finding time for other responsibilities. 

According to Moving Internal Audit Back into 
Balance, a Protiviti survey of 321 internal audit 
professionals, four in 10 internal audit departments 
decreased the time devoted to SOX compliance 
since the new standard and guidance were 
announced. 

As a result, these departments have resumed more 
traditional internal audit responsibilities, including 
regulatory compliance and advising senior manage- 
ment and the board’s audit committee. Source: Protiviti, www.protiviti;com/go/rebalancing3. 
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AUDITING 

@ A joint task force of the AICPA Em- 
ployee Benefit Plan Audit Quality Cen- 
ter (EBPAQC) Executive Committee and 
the Employee Benefit Plan, Not-for- 
Profit and Health Care expert panels has 
developed resources to help auditors 
prepare for new requirements related to 
403(b) retirement plans. 

Beginning with 2009 Form 5500 fil- 
ings, employee benefit plans under sec- 
tion 403(b) of the Internal Revenue Code 
that are sponsored by charitable organi- 





the AICPA and state 
societies, visit www.cpa2biz.com, 
which also offers online CPE, AICPA 
ional literature, practice man- 
aids and links to. state society 










st 





zations and covered under the Employee 
Retirement Income Security Act of 1974 
will be subject to the same reporting and 
audit requirements as 401(k) plans. 
Many plans face significant chal- 
lenges in establishing plan accounting 
records and proper controls, identifying 
all participant accounts to be included 
as plan assets, determining beginning 
account balances (that is, comparative 
balances are also required as of Dec. 31, 
2008, for calendar year plans), obtain- 
ing other financial information to be in- 
cluded in the plan’s financial statements, 
and obtaining an unqualified opinion 
on the plan’s financial statements from 
the independent auditor. The task force's 
resources are available at http://ebpaqc. 
aicpa.org/Resources/Accounting+and+ 
Auditing+Resource+Centers/403% 
28b%29+Plans.htm. 


BANKING 

@ The majority of banks tightened un- 
derwriting standards for commercial 
and retail loans in the past year, follow- 
ing four straight years of easing under- 
writing standards, according to the Survey 
of Credit Underwriting Practices, 2008, 
published by the Office of the Comp- 
troller of the Currency. Examiners also 
reported increased risk in both cate- 
gories of loans in the past year, and they 
expect the consequences of past relaxed 
standards, combined with general eco- 


momic weakness, to contribute to in- 


creased risk and losses over the next 
yeat. 

The survey assessed the underwrit- 
ing standards of 62 banks that had loans 
totaling $3.7 trillion, which is approxi- 
mately 83% of total loans in the nation- 
al banking system. 

Overall, 52% of institutions tight- 
ened underwriting standards for com- 
mercial products for the 12-month pe- 
riod ending March 31, 2008. Only 6% 
of institutions eased standards, and 42% 
left them unchanged. In 2005, 2006 
and 2007, respectively, only 12%, 6% 
and 16% of institutions tightened stan- 
dards, while 34%, 31% and 26% eased. 
In the past year in the retail sector, 
which includes home mortgages, home 
equity loans and credit card portfolios, 
68% of lenders tightened underwriting 
standards, 32% left standards un- 
changed and none eased. This was also 
a sharp reversal from the previous three 
years, in which only 10%, 7% and 13% 
of institutions, respectively, tightened 
standards. 

The complete OCC survey is avail- 
able at www.occ.treas.gov. 
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M@ The FDIC Deposit Insurance Fund 
balance grew 1% to $52.843 billion in 
the first quarter of 2008, according to 
the CFO Report to the Board. The fund’s 
earnings in coming quarters, however, 
are likely to come under pressure as it 
accounts for the collapse of IndyMac 
Bank. The FDIC became receiver of the 
$32 billion institution in July and esti- 
mates the collapse could cost the DIF as 
much as $8 billion to cover losses on in- 
sured deposits. 

The CFO Report said the DIF earned 
$430 million in the first quarter, a 26% 
decline from the year-ago period. Two 
bank failures in the quarter had only a 
“nominal” effect on comprehensive in- 
come. 

The fund's provision for losses in the 
quarter was $525 million. This consist- 
ed of $458 million in estimated losses for 
future failures and a $67 million upward 
adjustment to estimated losses from 
prior-year failures. 

The complete report is available at 
www.fdic.gov. 

@ To mark the 75th anniversary of the 
establishment of the FDIC, Chairman 
Sheila Bair is heading the agency's Face 
Your Finances road show. Bair met with 
community leaders in Chicago and San 
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Francisco in July and plans stops in Dal- 
las and Kansas City, Mo., in September. 

The discussions address topics in- 
cluding deposit insurance, what it 
means to be an FDIC-insured institu- 
tion, the costs and benefits of banking 
services, and consumer protections re- 
sulting from federal regulation of the 
banking industry. Panel discussions will 
also address bank services as they relate 
to building assets and accessing main- 
stream credit services, including mort- 
gage loans. The discussions are intend- 
ed to gather information that can be 
used in financial literacy initiatives and 
information materials. 

The Face Your Finances tour will visit 
Dallas on Sept. 10 and Kansas City on 
Sept. 11. More information is available 
at www.fdic.gov. 


FINANCIAL REPORTING 

M@ FASB issued FASB Staff Position no. 
EITF 03-6-1, Determining Whether In- 
struments Granted in Share-Based Pay- 
ment Transactions Are Participating Secu- 
rities. 

The guidance applies to the calcula- 
tion of earnings per share under FASB 
Statement no. 128, Earnings per Share, 
for share-based payment awards with 


rights to dividends or dividend equiva- 
lents. Unvested share-based payment 
awards that contain nonforfeitable 
rights to dividends or dividend equiva- 
lents (whether paid or unpaid) are par- 
ticipating securities, according to the 
FSP, and should be included when com- 
puting EPS following the two-class 
method. 

The FSP is effective for financial 
statements issued for fiscal years begin- 
ning after Dec. 15, 2008, and interim 
periods within those years. All prior-pe- 
riod EPS data should be adjusted retro- 
spectively (including interim financial 
statements, summaries of earnings and 
selected financial data) to conform to 
the provisions. Early application is pro- 
hibited. 

The FSP is available at www.fasb. 

org/pdf/fsp_eitf03-6-1.pdf. 
@ FASB issued a draft abstract of EITF 
Issue no. 08-5, Issuer’s Accounting for Li- 
abilities Measured at Fair Value with a 
Third-Party Credit Enhancement. 

The draft addresses an issuer’s unit 
of accounting for debt issued with an 
inseparable third-party credit enhance- 
ment measured or disclosed at fair 
value. It states that the issuer of such 
debt should not include the effect of 
the credit enhancement in the fair 
value measurement of the liability. The 
unit of accounting for the debt does 
not include the third-party credit en- 
hancement, according to the draft. The 
credit enhancement is obtained for the 
benefit of the investor and does not 
represent an asset of the issuer. Issuers 
should disclose the existence of a third- 
party credit enhancement on its issued 
debt. 

The exposure draft is available at 

www. fasb.org/eitf/0805DA.pdf. 
M SEC Chairman Christopher Cox an- 
nounced an initiative to examine funda- 
mental questions about the way the SEC 
acquires information from public com- 
panies, mutual funds, brokers and other 
regulated entities, and the way it makes 
that information available to investors 
and the markets. 

The first phase of the study, called 
the 21st Century Disclosure Initiative, 


NEWS DIGEST 





will involve preparing, by the end of this 
year, a blueprint for future SEC action to 
improve the usefulness and timeliness of 
disclosure for investors, and to stream- 
line and modernize the collection of dis- 
closure from companies and regulated 
entities. The study will be a fundamen- 
tal rethinking of financial disclosure, be- 
ginning with the basic purposes of dis- 
closure from the perspective of investors 
and markets. 

The study will include a review of all 
existing SEC forms and reporting re- 
quirements, as well as the manner in 
which information is provided to the 
SEC, with a special focus on needless re- 
dundancy. It will also include consider- 
ation cf various alternative strategic ap- 
proaches to acquiring and publishing 
disclosure information. The study also 
will consider ways that regulatory re- 
quirements for the collection of infor- 
mation might be tailored to get the best 
real-time distribution of financial and 
narrative disclosure to investors. 

For more information, visit www.sec. 
gov/news/press/2008/2008-119.htm. 


FRAUD 

@ The FBI's Operation Malicious Mort- 
gage culminated in mid-June with 60 
arrests in mortgage-related cases. The 
operation, which was conducted be- 
tween March 1 and June 18, resulted in 
charges against 406 defendants in 144 
mortgage fraud cases. The Bureau says 
approximately $1 billion in losses were 
caused by the alleged schemes em- 
ployed in these cases. 

Among those charged were two sen- 
ior managers of failed Bear Stearns 
hedge funds who were indicted on 
charges including conspiracy, securities 
fraud and wire fraud for allegedly mis- 
representing the funds’ conditions while 
they were at risk of collapse. 

The operation was a joint effort by 
the FBI and other federal government 
agencies. Complete details are available 
at www.fbi.gov. 


GOVERNMENT 
@ GASB issued Statement no. 53, Ac- 
counting and Financial Reporting for De- 








rivative Instruments, for periods begin- 
ning after June 15, 2009, (early applica- 
tion is encouraged). Statement no. 53 
gives financial statement users informa- 
tion to evaluate the inherent risks that 
derivative instruments can potentially 
pose to the financial health of govern- 
ments, and to obtain a better under- 
standing of the nature of these transac- 
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tions, including how their value and 
cash flows change over time. 
Derivative instruments can help state 
and local governments manage their ex- 
posure to economic risks, lowering bor- 
rowing costs, and generating income. 
They also may expose a government to 
significant risks and require special ex- 
pertise and ongoing monitoring. 
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Statement no. 53 requires govern- 
ments to measure most derivative instru- 
ments at fair value as assets or liabilities 
in their accrual-based governmentwide, 
proprietary fund, and fiduciary fund fi- 
nancial statements (but not in the gov- 
ernmental fund financial statements). 
Derivative instruments must be report- 
ed on the face of the financial statements 
of state and local governments, making 
these arrangements more consistent and 
transparent for users of governmental fi- 
nancial statements. 

Statement no. 53 also improves dis- 
closures, providing a summary of the 
government’ derivative instrument ac- 
tivity, its objectives for entering into de- 
rivative instruments, and their signifi- 
cant terms and risks. 

More information about Statement no. 
53—including a question-and-answer 
document, fact sheet, and plain language 
article—is available at www.gasb.org. 


INTERNATIONAL 
@ The International Federation of Ac- 
countants (IFAC) Professional Accoun- 
tants in Business (PAIB) Committee re- 
leased two proposed International Good 
Practice Guidance documents for public 
comment. The proposed guidance ad- 
dresses evaluating and improving gov- 
ernance structures and use of costing to 
support effective decision making. 
Governance. The newly released ex- 
posure draft, Evaluating and Improving 
Governance in Organizations, sets out a 
framework, a series of fundamental 
principles, practical guidance, and ref- 
erences on how to evaluate and improve 
governance in organizations. The pur- 
pose of this guidance is to assist profes- 
sional accountants and their organiza- 
tions in creating a balance between 
conformance with rules and regulations 
and organizational performance. 
Costing. The second proposed Interna- 
tional Good Practice Guidance document, 
Costing to Drive Organizational Performance, 
is designed to assist professional ac- 
countants in business in delivering use- 
ful cost information to support effective 
decision making and organizational per- 
formance. The proposed guidance sets 


out eight fundamental principles of 
costing that encourage a performance- 
based view of costing to help profes- 
sional accountants in business to ensure 
that costing information supports for- 
ward-looking strategic and operational 
decisions. 

Comments on both documents are 

due by Sept. 23. The documents are 
available at www.ifac.org/EDs. 
@ The International Accounting Edu- 
cation Standards Board (IAESB), an in- 
dependent standard-setting board with- 
in IFAC, released an information paper 
to assist IFAC member bodies and other 
stakeholders in developing effective 
continuing professional development 
(CPD) programs for professional ac- 
countants. Titled Approaches to Continu- 
ing Professional Development (CPD) Mea- 
surement, the paper explains the elements 
of an effective CPD program, examines 
current practices by accountancy and 
other professional associations and dis- 
cusses approaches to measure a pro- 
gram's effectiveness. The free informa- 
tion paper can be downloaded at the 
IFAC online bookstore at www.ifac.org/ 
store. For more information on the 
IAESB’s work, visit its home page at 
www.ifac.org/education. 


PROFESSIONAL ISSUES 

@ The Small Business Administration 
introduced two free online finance 
courses to help small business owners 
with the basic principles of finance and 
borrowing. 

Finance Primer: A Guide to SBA’s Loan 
Guaranty Programs and How to Prepare a 
Loan Package walk business owners 
through steps that answer questions 
about what debt financing is, what loan 
programs are available, what small busi- 
nesses should know about borrowing 
money, how to prepare a loan package, 
and how loan requests are reviewed by 
lenders. 

The Finance Primer gives an overview 
of the SBAs loan guaranty programs to 
help small businesses understand the 
variety of financial resources, including 
those from the SBA. The Loan Package 
course includes small business links to 


related information, and refers course 
participants for direct support in prepar- 
ing ‘a loan request to appropriate re- 
sources that include SBA district offices, 
SBA resource partners, and lenders. 

Finance Primer: A Guide to SBA’s Loan 
Guaranty Programs is available at 
http://app1.sba.gov/sbtn/registration/ 
index.cfm?Courseld=29. 

How to Prepare a Loan Package is 
available at http://appl.sba.gov/sbtn/ 
registration/index.cfm?Courseld=28. 
& The Senate in June confirmed three 
Bush nominees to the SEC. The three 
lawyers—Luis Aguilar, Troy Paredes and 
Elisse B. Walter—fill out the five-mem- 
ber SEC. Aguilar comes to the SEC from 
the law firm McKenna Long & Aldridge 
LLP; Paredes from the faculty of Wash- 
ington University’s School of Law; and 
Walter, a career regulator with prior ex- 
perience in the SECs Division of Corpo- 
ration Finance and Office of the General 
Counsel, from the Financial Industry 
Regulatory Authority. For more infor- 
mation on the SEC commissioners, visit 
www.sec.gov/about/commissioner. 
shtml. 


FYI 

@ J. Clarke Price, president and CEO 
of the Ohio Society of CPAs, began his 
volunteer chairmanship of the American 
Society of Association Executives 
(ASAE) at its annual meeting in August. 
Price is the first state CPA society exec- 
utive to serve as chair of ASAE, accord- 
ing to Cynthia Lund, AICPA vice presi- 
dent-State Society Affairs. “Clarke 
continues to be one of the AICPAs and 
the profession’s most enthusiastic cham- 
pions,” Lund said, and his work on be- 
half of the profession has earned him 
the AICPA Distinguished Service Award, 
among other distinctions throughout 
his career. 

The ASAE’s mission is “to help asso- 
ciations transform society through the 
power of collaborative action,” accord- 
ing to its Web site (www.asae 
center.org). The society has more than 
22,000 association CEOs, staff profes- 
sionals, industry partners and consult- 
ant members. ~ 
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| like waking upin my big comfortable bed in 

a spacious Suite. | meet up with my coworkers at 
the complimentary breakfast. You know, | might 
be turning into a morning person. 





Ne ee se 


Every stay includes a spacious suite and plenty of complimentary extras throughout the hotel, like 
high-speed internet access, hot breakfast, beverages and a light meal Monday-Thursday evenings. 
Not to mention the friendly atmosphere you can get only at a Homewood Suites hotel. Hey, just 
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TECHNOLOGY 








FRAUD/FORENSIC 
ACCOUNTING 


HAVE FRAUD FEARS? 

_ http://fvs.aicpa.org/Resources/ 
Antifraud+Forensic+Accounting 
Search no further than the AICPAs offer- 
ing of antifraud and forensic accounting 
resources. Click “Tools and Aids” to 
download Managing the Business Risk of 
Fraud: A Practical Guide, which outlines 
principles for establishing effective fraud 
risk management. The paper was 
released jointly by the AICPA, the Asso- 
ciation of Certified Fraud Examiners 
and The Institute of Internal Auditors 
(see “Highlights,” page 16). The site also 
offers fraud detection and prevention 
tips, including an “Indicia of Fraud” 
checklist and case studies. There’s also 
information on the newly created Certi- 
fied in Financial Forensics (CFF) cre- 
dential (see “News Digest,” Aug. 08, 
page 30) and upcoming Web seminars. 


BE CRIME SMART 
www.fbi.gov/whitecollarcrime.htm 
Think of the most outrageous business 
fraud scheme you've ever heard of— 
you're likely to find it, plus hundreds of 
other white-collar crime cases—at this 
site from the FBI. Look under “Don’t Be 
Cheated” for a fraud awareness test or 
click on “Know Your Frauds” for access 
to the FBI's analysis of common fraud 
schemes, including the prime bank note 
scheme, telemarketing fraud and up- 


SMART STOPS 


On the Web 


and-coming Internet scams. CPAs and 
financial professionals can access details 
on options backdating, securities scams 
and investment fraud under “Interesting 
Cases” or learn about the FBI's major 
programs involving corporate, hedge 
fund and bankruptcy fraud. 


SURF THE FRAUD NET 
www.auditnet.org/fraudnet.htm 

Jim Kaplan, a government auditor and 
author of The Auditor’s Guide to Internet 
Resources, 2nd Edition, hosts this Internet 
portal for auditors, which provides fraud 
policies, procedures, codes of ethics and 
articles on a range of topics, including 
internal auditing, fraud risk mitigation 
and preventing embezzlement. The site 
also features a newsfeed, piping in daily 
fraud news from around the world. 


GENERAL INTEREST 


HAPPY AND HEALTHY FIRMS 
http://cpamanagement.blogspot.com 
This blog’s author asks, “Is your firm 
healthy on the inside?” To help you 
answer that question with an over- 
whelming “yes,” Rita Keller, a consult- 
ant, speaker and author of “Make the 
Most of Mentoring” (JofA, Aug. 08, page 
76), offers her practical ideas and les- 
sons learned. The blog, “Possibilities for 
CPA Firm Leaders,” covers Keller’s expe- 
rience in firm management, human 
resources, marketing and technology— 
she is COO of Brady Ware, a CPA and 
consulting firm in Ohio and Indiana. 
There are tips on client service, retreats 
and marketing, as well as succession 
planning and training. 


PAINT YOUR BUSINESS GREEN 
www.greenbiz.com 

This Smart Stop gets to the bottom line 
on how to “green” your business, pro- 
viding news, feature articles and tips 
for environmentally friendly business 


operations, as well as links to technical 
assistance, recognition programs and 
government agencies. The site also fea- 
tures columns, such as “Do Food Miles 
Matter?” and “Reframing Global Warm- 
ing Across the Political Spectrum,” and 
podcasts—just click “GreenBiz Radio.” 
Sign up for a free weekly e-newsletter, 
GreenBuzz, or visit its sister sites, 
www.GreenerComputing.com and 
www.ClimateBiz.com. 


FISHING FOR FUNDING 
www.raisecapital.com 

Think of this site as a matchmaker for 
investors and the entrepreneurs in need 
of their dollars. Startup or existing busi- 
nesses post their capital needs or busi- 
ness ideas and market themselves by 
text description, pictures and streaming 
video. Investors can search for business 
opportunities by industry, capital 
amount and location. Registration for 
business owners and investors is free, 
and the site allows potential investors to 
directly contact registered entrepreneurs 
via e-mail. 


GET THE PRIVATE SCOOP 
www.pcfr.org 
Dive into the inner workings of the Pri- 
vate Company Financial Reporting 
Committee (PCFRC) at this Smart Stop 
for CPAs working at or with privately 
held companies. Led by Judith O'Dell 
(see “Driving Change,” JofA, Jan. 08, 
page 36), the committee provides rec- 
ommendations to FASB on ways to 
improve standard setting for privately 
held businesses. From the home page, 
you can access the committee’s meeting 
materials and highlights or register for 
an upcoming meeting. The site also 
offers access to the committee’s recom- 
mendations and comment letters to 
FASB, as well as the statuses of past 
recommendations. 

—Megan Pinkston 
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Grow your practice 


with a dedicated partner. 


Enhance your capabilities with Bank of America. 


Bank of America is committed to CPAs. As you work hard to earn trusted advisor status 

in the eyes of your clients, we work hard to help grow your firm. Our CPA program offers you 

a broad array of professional resources—from for-credit continuing education programs to 
competitive business intelligence. And with our suite of flexible financial solutions, your clients 


have capital access that can help them succeed. 


To learn more about how Bank of America can help you deepen client relationships and grow 


your practice, call 1.800.256.7769 or visit us at bankofamerica.com/cpagrowth. 


bankofamerica.com/cpagrowth B 
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Hiring Forensic IT Specialists: 
Ask the Right Questions 


Understanding forensic IT specialists capabilities and defining 
their roles is critical to a successful engagement. Take these steps to 
ensure the candidate you're considering is right for the assignment: 





W Determine if the engagement will be 
a matter of information preservation, 
financial or economic analysis, a re- 
view for relevant data captured dur- 
ing the forensic process, or some- 
thing else. 


V Decide the type of specialist you 
need. Does your case require a ven- 
dor relationship, in which the spe- 
cialist would respond to requests 
and execute tasks as ordered? Or do 
you need a consultant who can play 
a role in setting strategy and estab- 
lish a productive team environment? 


~ Verify experience. Ask for references 
and contact them. Determine if the 
specialist previously has been quali- 
fied as an expert in court. If not, ask 
about the specialist's experience and 
work history. Experience managing 
multiple complex IT systems can be 
an advantage, especially if your case 
requires data collection. Work with 
counsel to determine if the specialist 
could be qualified as an expert wit- 
ness in your case based on the facts 
and circumstances. 


V Check for credentials. The Interna- 
tional Information Systems Security 
Certification Consortium offers a 
Certified Information Systems Secu- 


rity Professional (CISSP) certification 
that requires a passing score on a 
written exam plus five years of profes- 
sional experience in information se- 
curity or four years of experience and 
a college degree or certain credentials. 
A CPA with knowledge of accounting 
and technology can be certified by 
the AICPA as a Certified Information 
Technology Professional (CITP) based 
on experience and education in seven 
technology-related areas. 


V Ask about formal and continuing ed- 


ucation, including courses the special- 
ist has taken in the past 12 months. 
Continuing education is essential as 
the field continues to change rapidly. 


V Ask about the specialist's most recent 


case similar to your engagement. 
Specifically, you'll want to hear about 
the number of reviewers and the 
hours required and testimony or 
other reports provided. Ask for a de- 
scription of how the services con- 
tributed to the engagement’ objec- 
tives. It can be helpful to ask about 
the number of gigabytes collected and 
reviewed, but remember that differ- 
ences in data type and size can skew 
the relevance of this statistic. 


V Ask how processes and technology 


would be used to minimize the time 
and cost of your review. The review— 
the process of determining the rele- 
vance and responsiveness of the detail 
within the data captured during the 


forensic process—can be the most ex- 
pensive and time-consuming part of 
the engagement. Confirm that the soft- 
ware used has been accepted by the 
courts and ask how data is safeguard- 
ed. Attorneys have used lapses in the 
evidence chain of custody and poorly 
documented evidence collection tech- 
niques to have evidence excluded. 


V Confirm that the specialist is quali- 
fied to be an asset throughout the 
project life cycle, including offering 
competent, informative and persua- 
sive testimony should the matter 
progress that far. 


~ Make sure the specialist is familiar 
with the Federal Rules of Civil Proce- 
dure, specifically the sections that ad- 
dress electronically stored information 
(16, 26, 33, 34, 37 and 45), the Fed- 
eral Rules of Evidence and state-spe- 
cific rules. For example, South Caroli- 
na requires that digital evidence 
collection be conducted by a licensed 
private investigator. However, the 
state does not require the person who 
examines the evidence for the purpose 
of giving an opinion to be licensed. 


—By Marie Ebersbacher, CPA/ABV, CFE, 
a shareholder at Mayer Hoffman McCann 
PC in Los Angeles, and Scott Cooper, 
CMC, a senior managing director at 

FTI Consulting Inc. in Los Angeles. 

Their e-mail addresses, respectively, 

are mebersbacher@chiz.com and 
scottc@fticonsulting.com. 
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FINDING ALL THE ANSWERS CAN | 
BE THIS EASY—WITH CHECKPOINT 


TAX & ACCOUNTING 


All the crucial tax and accounting topics you are looking for can be found 
together in just one place: Checkpoint®. Quickly find answers to challenging 
questions on ever-changing and complex regulatory issues such as tax, SOX, 
GAAP and SEC Compliance. 


Here’s what else you'll find only on Checkpoint: 


* Seamless integration between primary source materials, RIA®, WG&L® 
and PPC® analysis and third-party providers such as BNA and IBFD 


* Deep links between databases that get you right on point and a sidebar 
view of the contents to keep you on track 


* Outstanding guidance from leading experts keeping you informed of 
key points that specifically affect you, your company or your clients 


Get the answers you need. Learn more about Checkpoint, the online 
research service of choice among tax, accounting and auditing professionals. 


Call 1.800.950.1216 
or visit ria.thomson.com/trials to try Checkpoint FREE for 30 days. 
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Single-employer 
section 419 welfare 
benefit plans are the 

_ latest incarnation in 

- insurance deductions 
datas Gowrelccrtelce Levis act 


any of the listed transac- 
tions that can get your 
clients into trouble with 
the IRS are exotic shelters that rel- 
atively few practitioners ever en- 
counter. When was the last time 
you saw someone file a return as 


a Guamanian trust (Notice 2000- 
61)? On the other hand, a few list- 
ed transactions concern relatively 
common employee benefit plans 
the IRS has deemed tax-avoidance 
schemes or otherwise abusive. Per- 
haps some of the most likely to 
crop up, especially in small busi- 
ness returns, are arrangements 
purporting to allow deductibility 
of premiums paid for life insur- 
ance under a welfare benefit plan. 







Some of these abusive employee benefit 
plans are represented as satisfying section 
419 of the Code, which sets limits on pur- 
poses and balances of “qualified asset ac- 
counts” for such benefits, but purport to 
offer deductibility of contributions without 
any corresponding income. Others attempt 
to take advantage of exceptions to qualified 
asset account limits, such as sham union 
plans that try to exploit the exception for 
separate welfare benefit funds under col- 
lective-bargaining agreements provided by 
IRC § 419A(f)(5). Others try to take ad- 
vantage of exceptions for plans serving 10 
or more employers, once popular under sec- 
tion 419A(f)(6). More recently, one may en- 
counter plans relying on section 419(e) and, 
perhaps, defined-benefit pension plans es- 
tablished pursuant to the former section 
412i) (still so-called, even though the sub- 
section has since been redesignated section 
412(e)(3)). See sidebar, “Defined-Benefit 
412() Plans Under Fire.” 


Parts of this article are from the AICPA 
CPE self-study course Avoiding Circular 
230 Malpractice Traps and’ Common 
Abusive Small Business Hot Spots, by 
Sid Kess, authored by Lance Wallach. 


| 


TAX/EMPLOYEE BENEFITS 





PROMOTERS AND THEIR 
BesT-LAID PLANS 

Sections 419 and 419A were added to the 
Code by the Deficit Reduction Act of 1984 
in an attempt to end employers’ accelera- 
tion of deductions for plan contributions. 
But it wasn’t long before plan promoters 
found an end run around the new Code 
sections. An industry developed in what 
came to be known as 10-or-more-employ- 
er plans. The promoters of these plans, in 
conjunction with life insurance companies 
who just wanted premiums on the books, 
would sell people on the idea of tax-de- 
ductible life insurance and other benefits, 
and especially large tax deductions. It was 
almost, “How much can I deduct?” with the 
reply, “How much do you want to?” Adverse 
court decisions (there were a few) and other 
law to the contrary were either glossed over 
or explained away. 

The IRS steadily added these abusive 
plans to its designations of listed trans- 
actions. With Revenue Ruling 90-105, it 
warned against deducting certain plan 
contributions attributable to compensa- 
tion earned by plan participants after the 
end of the taxable year. Purported ex- 
ceptions to limits of sections 419 and 
419A claimed by 10-or-more-employer 
benefit funds were likewise proscribed in 
Notice 95-34. Both positions were des- 
ignated listed transactions in 2000. 

At that point, where did all those pro- 
moters go? Evidence indicates many are 
now promoting plans purporting to com- 
ply with section 419(e). They are calling 
a life insurance plan a welfare benefit plan 
(or fund), somewhat as they once did, 
and promoting the plan as a vehicle to ob- 


tain large tax deductions. The only sub- 
stantial difference is that these are now 
single-employer plans. And again, the IRS 
has tried to rein them in, reminding that 
listed transactions include those sub- 
stantially similar to any that are specifi- 
cally described and so designated. 

On Oct. 17, 2007, the IRS issued no- 
tices 2007-83 and 2007-84. In the for- 
mer, the IRS identified certain trust 
arrangements involving cash-value life in- 
surance policies, and substantially simi- 
lar arrangements, as listed transactions. 
The latter similarly warned against certain 
post-retirement medical and life insur- 
ance benefit arrangements, saying they 
might be subject to “alternative tax treat- 
ment.” The IRS at the same time issued 
related Revenue Ruling 2007-65 to ad- 
dress situations where an arrangement is 
considered a welfare benefit fund but the 
employer's deduction for its contributions 
to the fund is denied in whole or in part 
for premiums paid by the trust on cash- 
value life insurance policies. It states that 
a welfare benefit fund’s qualified direct 
cost under section 419 does not include 
premium amounts paid by the fund for 
cash-value life insurance policies if the 
fund is directly or indirectly a benefici- 
ary under the policy, as determined under 
section 264(a). 

Notice 2007-83 is aimed at promot- 
ed arrangements under which the fund 
trustee purchases cash-value insurance 
policies on the lives of a business's em- 
ployee/owners, and sometimes key em- 
ployees, while purchasing term insurance 
policies on the lives of other employees 
covered under the plan. These plans an- 


EXECUTIVE SUMMARY 


ticipate being terminated and that the 
cash-value policies will be distributed to 
the owners or key employees, with very 
little distributed to other employees. The 
promoters claim that the insurance pre- 
miums are currently deductible by the 
business, and that the distributed insur- 
ance policies are virtually tax-free to the 
owners. The ruling makes it clear that, 
going forward, a business under most cir- 
cumstances cannot deduct the cost of 
premiums paid through a welfare bene- 
fit plan for cash-value life insurance on 
the lives of its employees. The IRS may 
challenge the claimed tax benefits of these 
arrangements for various reasons: 

m Some or all of the benefits or dis- 
tributions provided to or for the 
benefit of employee/owners or key 
employees may be disqualified ben- 
efits for purposes of the 100% ex- 
cise tax under section 4976. 

m Whenever the property distributed 
from a trust has not been properly 
valued by the taxpayer, the IRS said 
in Notice 2007-84 that it intends to 
challenge the value of the distrib- 
uted property, including life insur- 
ance policies. 

mw Under the tax benefit rule, some or 
all of an employer’s deductions in 
an earlier year may have to be in- 
cluded in income in a later year if 
an event occurs that is fundamen- 
tally inconsistent with the premise 
on which the deduction was based. 

mw Anemployer’s deductions for con- 
tributions to an arrangement that 
is properly characterized as a wel- 


fare benefit fund are subject to the » 


@ Some of the listed transac- 
tions CPA tax practitioners are 
most likely to encounter are em- 
ployee benefit insurance plans 


that the IRS has deemed abusive. 


Many of these plans have been 
sold by promoters in conjunction 
with life insurance companies. 

& As long ago as 1984, with 
the addition of IRC §§ 419 and 
419A, Congress and the IRS 


took aim at unduly accelerated 
deductions and other perceived 
abuses. More recently, with 
guidance and a ruling issued in 
fall 2007, the Service declared 
as abusive certain trust arrange- 
ments involving cash-value life 
insurance and providing post-re- 
tirement medical and life insur- 
ance benefits. 

® The new “more likely than 


not” penalty standard for tax 
preparers under IRC § 6694 
raises the stakes for CPAs 
whose clients may have main- 
tained or participated in such a 
plan. Failure to disclose a listed 
transaction carries particularly 
severe potential penalties. 


Lance Wallach, CLU, ChFC, 
CIMC, is the author of the AICPA’s 


The Team Approach to Tax, Financial 
and Estate Planning. He can be 
reached at lawallach@aol.com or on 
the Web at www.vebaplan.com or 
at 516-938-5007. The information 

in this article is not intended as 
accounting, legal, financial or any 
other type of advice for any specific 
individual or other entity. You should 
consult an appropriate professional 
for such advice. 
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TAX/EMPLOYEE BENEFITS 








! highly compensated 


al usive. While the alternatives 
ailable to the sponsor of a noncompli- 
é t plan are problematic, it is frequently 
-an option to keep the plan alive in some 
form while simultaneously hoping to min- 
: imize the financial fallout from penalties. 
a The sponsor of an abusive plan can 
expect to be treated more harshly. Al- 
though in some situations something can 
be salvaged, the possibility is definitely on 
the table of having to treat the plan as if 
it never existed, which of course triggers 
' the full extent of back taxes, penalties and 
interest on all contributions that were 
made, not to mention leaving behind no 
retirement plan whatsoever. 





limitations and requirements of the 
rules in sections 419 and 419A, in- 
cluding reasonable actuarial as- 
sumptions and nondiscrimination. 
Further, a taxpayer cannot obtain a 
deduction for reserves for post-re- 
tirement medical or life benefits un- 
less the employer intends to use the 
contributions for that purpose. 

m The arrangement may be subject to 
the rules for split-dollar arrange- 
ments, depending on the facts and 
circumstances. 

@ Contributions on behalf of an em- 






Le IRS does not con- 















ployee/owner may be characterized 
as dividends or as nonqualified de- 
ferred compensation subject to sec- 
tion 404(a)(5), section 409A or 
both, depending on the facts and cir- 
cumstances. 


HIGHER RISKS FOR 
PRACTITIONERS UNDER 

NEW PENALTIES 

The updated Circular 230 regulations and 
the new law (IRC 8 6694, preparer penal- 
ties) make it more important for CPAs to 
understand what their clients are deduct- 
ing on tax returns. A CPA may not prepare 
a tax return unless he or she has a reason- 
able belief that the tax treatment of every 
position on the return would more likely 
than not be sustained on its merits. Pro- 
posed regulations issued in June 2008 spell 
out many new implications of these 
changes introduced by the Small Business 
and Work Opportunity Act of 2007. 

The CPA should study all the facts and, 
based on that study, conclude that there is 
more than a 50% likelihood (“more likely 
than not”) that, if the IRS challenges the tax 
treatment, it will be upheld. As an alterna- 
tive, there must be a reasonable basis for 
each position on the tax return, and each po- 
sition needs to be adequately disclosed to the 
IRS. The reasonable-basis standard is not sat- 
isfied by an arguable claim. A CPA may not 
take into account the possibility that a re- 
turn will not be audited by the IRS, or that 
an issue will not be raised if there is an audit. 

Itis worth noting that listed transactions 
are subject to a regulatory scheme applica- 
ble only to them, entirely separate from Cir- 
cular 230 requirements, regulations and 
sanctions. Participation in such a transac- 
tion must be disclosed on a tax return, and 
the penalties for failure to disclose are se- 
vere—up to $100,000 for individuals and 
$200,000 for corporations. The penalties 
apply to both taxpayers and practitioners. 
And the problem with disclosure, of course, 
is that it is apt to trigger an audit, in which 
case even if the listed transaction were to 
pass muster, something else may not. 


NEED FOR CAUTION 


Should a client approach you with one of 


these plans, be especially cautious, for both 
of you. Advise your client to check out the 
promoter very carefully. Make it clear that 
the government has the names of all for- 
mer 419A(f)(6) promoters and, therefore, 
will be scrutinizing the promoter careful- 
ly if the promoter was once active in that 
area, as many current 419(e) (welfare ben- 
efit fund or plan) promoters were. This 
makes an audit of your client far riskier 


and more likely. % 
CEE SES 
AICPA RESOURCES 
CPE 


@ Avoiding Circular 230 Malpractice 
Traps and Common Abusive Small Busi- 
ness Hot Spots, by Sid Kess, a CPE self- 
study course (#733720) 

@ Sid Kess’ Practical Alternatives to 
Commonly Misused and Abused Small 
Business Tax Strategies: Insuring Your 
Client's Future, a CPE self-study course 
(#733730) 


For more information or to place an order, 
go to www.cpa2biz.com or call the Insti- 
tute at 888-777-7077. 


AICPA PFP Center and PFS Credential 
The AICPA Personal Financial Planning 
(PFP) Center provides resources to CPAs 
for professional and ethical financial plan- 
ning. The center also contains information _ 
about the AICPA Personal Financial Spe- 
cialist (PFS) credential and PFP section 
membership. Visit the PFP Center at 
http://pfp.aicpa.org. 


AICPA Tax Membership Section 

The Tax Membership Section provides 
tools, technologies and peer interaction to 
CPAs with tax practices, The Section 
keeps members up to date on tax legisla- 
tive and regulatory developments. For more 
information, visit the AICPA’s Tax Center at 
http://tax.aicpa.org. 


OTHER RESOURCES 


Law, rulings and guidance 

@ Internal Revenue Code §§ 264, 419, 
419A, 6111 and 6112 

News Releases IR 2007-170 and 
IR, 2004-21 

@ Revenue Ruling 2007-65 

Notices 2007-83 and 2007-84 


es 
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Take your office PC with you, wherever you go. 


GoToMyPC is the award-winning service that lets you use your office 
PC from any other computer with an Internet connection — as if you 
were sitting at your desk! Just log on to GoTOMyPC.com and work 
with all your programs. Access all your files. Use your email. It’s fast, 
easy, and secure. Try GoToMyPC FREE for 30 days. 


Visit GoToMyPC.com and use promo “AICPA”. 


Need a better way to get to your PC 
when you’re away from the office? 


GoToMyPC 


Access Your PC from Anywhere 


Determine the best identity and access management 
solution for your organization. 


by Bryce H. Peterson, Paul Smedegaard, William G. Heninger 


and Marshall B. Romney 


¥ magine that you're on the golf course, one of your clones is at work, 
and the other clone is preparing dinner. It sounds like a perfect sce- 
-nario until the clone at work gets fired and the other clone burns 
down your house. Just as managing multiple physical identities would 
present challenges and expose you to greater risk, managing or audit- 
ing multiple logical identities, like user IDs, passwords, and permis- 
sions on various systems, poses a formidable challenge and greatly 
increases risk exposure. This is where identity and access management 


(IAM) comes in. 


Identity management addresses the diffi- 
culties encountered when one physical 
user has separate user IDs and pass- 
words on multiple systems and applica- 
tions. Access management addresses the 
challenges associated with the specific 
access rights and permissions of multi- 
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ple user IDs. Identity and access man- 
agement becomes more burdensome as 
the size and complexity of the compa- 
ny grows. This article focuses on the 
benefits, risks, leading practices and 
audit considerations of both identity and 
access management. 





EVALUATING THE LAM 
BUSINESS CASE 

Generally, the larger and more complex 
your organization, the greater the poten- 
tial benefit that would be derived from 
software-based IAM. Alternatively, small- 
er and less complex organizations may find 
that simply performing an IAM readiness 
review could generate policy and process 
improvements that would facilitate com- 
pliance and information security initiatives 
that would allow the organization to real- 
ize benefits without implementing new 
software. 

Policy and process improvements 
include user ID naming conventions; 
process work instructions that clearly 
detail steps for user administration func- 
tions; defined segregation of duties poli- 
cies; and user ID reviews that focus on 
higher risk systems. Standard cost/benefit 
models can be used to generate a realistic 
IAM business case as long as the model 
adequately considers implementation 
risks and a thorough analysis of a compa- 
ny’s unique business circumstances. 


TECHNOLOGY/BUSINESS & INDUSTRY 


BENEFITS OF LAM To 
INTERNAL CONTROL 

Compliance with Sarbanes-Oxley section 
404 requirements for internal control over 
financial reporting is one of the primary 
drivers of IAM software implementations. 
The following are key benefits and con- 
siderations from an internal and external 
audit perspective: 


Benefits 

mCentralized monitoring. IAM software 
provides the ability to centrally manage and 
monitor user IDs and access permissions 
based on pre-defined rules. This allows au- 
ditors to inspect IAM configurations and 


pay business process). Because this con- 
trol deficiency can be considered perva- 
sive and creates a higher risk of fraud, 
many organizations have implemented 
SoD analysis tools, such as Approva’s 
BizRights or SAP’s GRC, and link these 





engaged to review the designed rule set 
for appropriateness, so that the solution 
can be relied upon from initial go-live. 
Furthermore, as rules are refined, ap- 
propriate documentation should be re- 
tained to demonstrate that the rule 


Generally, the larger and more complex your 
organization, the greater the potential benefit that 


would be derived from software-based LAM. 


tools with their IAM software to identi- 
fy potential SoD issues at the beginning 
of the user ID life cycle. 


changes were initiated, certified and im- 
plemented according to existing change 
management policies. 


rules to gain comfort with the user ad- 
ministration controls for multiple systems. 
m Detect policy exceptions. As IAM tools 


= Internal control integration. Because the 
IAM solution will be part of the internal 
control environment, consideration 


Considerations 
@ Keys to the kingdom. Because IAM soft- 


continually monitor linked systems, if a 
user ID is provisioned—created and ac- 
cess assigned—on a system without 
being first provisioned in the IAM tool, 
an alert will be sent to the IAM process 
owner. This allows the auditor to gain 
comfort that a detective control is in 
place to monitor potential policy viola- 
tions, often called control workarounds. 


= Segregation of duties (SoD). Acommon 


system access deficiency identified dur- 
ing compliance audits is a lack of, or in- 
consistent enforcement of, segregating 
conflicting functions (for example, the 
ability to modify vendor records, post in- 
voices, and cut checks in the procure-to- 


ware has ultimate control of the parent 
user ID, users with access to the IAM 
software essentially control the “keys to 
the kingdom.” Therefore, organizations 
should restrict access to the IAM tool to 
a limited number of people and imple- 
ment monitoring controls (for example, 
logging or automated event alerts) over 
such users to prevent or detect any in- 
appropriate use of their extensive access. 


Rule definition and tuning. An IAM 


software tool is only as effective and pre- 
cise as the underlying rules that drive 
the user ID life cycle and alert func- 
tionality. During implementation, both 
internal and external auditors should be 


should be given during the initial im- 
plementation to integrating the various 
IAM controls into the standard portfo- 
lio of internal controls and the associat- 
ed control management processes, such 
as control modification, consolidation 
and continual improvement. 


CHOOSING AN 

LAM SOLUTION 

While a variety of LAM tools and solutions 
exist, the ideal solution must effectively 
manage the life cycle, which runs from the 
creation, change and, ultimately, to the 
deletion of a user's multiple user IDs and 
associated permissions (see Exhibit 1). ¥ 


& /dentity management 

| addresses the difficulties 
encountered when one physical 
user has separate user IDs and 
passwords on multiple systems 
and applications. Access man- 
agement addresses the chal- 
lenges associated with the 
specific access rights and per- 
missions of multiple user IDs. 
@ Large, complex organiza- 
tions have the greatest 
potential to benefit from 
software-based IAM. Smaller 
organizations may find that 
performing an IAM readiness | 
review could generate policy — 


EXECUTIVE SUMMARY 


and process improvements that 
would facilitate initiatives that 
would allow the organization to 
realize benefits without imple- 
menting new software. 

@ Internal control and 
corporate governance are the 
primary drivers of IAM solution 
implementations. Benefits 
include centralized monitoring, 
detection of policy exceptions 
and segregation of duties. Other 
considerations include control- 
ling access to centralized IAM, 
defining and tuning rules, and 
integrating the IAM solution with 
the organization’s current internal 


control environment. 

@ The ideal IAM soiution must 
effectively manage the life 
cycle, which runs from the cre- 
ation, change and, ultimately, to 
the deletion of a user’s multiple 
user IDs and associated 
permissions. 

@ Integrators should be meas- 
ured on cost, functionality, track 
record, their expertise with exist- 
ing systems, and their ability to 
scale with you as your business 
changes. 

@ Readiness criteria and main- 
tenance should be determined 
prior to implementation. 
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When evaluating potential [AM solutions, 
requiring the IAM vendor to actually 
demonstrate its product's functionality for 
the user ID life cycle allows a more objec- 
tive decision among potential solutions 
(see Exhibit 1). The three stages of the user 
ID life cycle are discussed further below. 
1. Create. When a user joins an organ- 
ization and requires access to system re- 
sources, the typical process includes 
submitting an approved request to the 
Information Technology (IT) group to pro- 
vision—create and assign permissions to— 
a user ID. However, when multiple 
platforms (such as Windows, UNIX, and 
IBM mainframe) and applications (such as 
SAP Oracle, Web portals, and custom 
applications) exist, provisioning a user ID 
becomes complicated. For example, 
should the user ID on Windows be “bpeter- 
son” while the user ID on SAP is “S145692” 
and the user ID on Oracle is “bhp”? 
Ideally and logically, a company would 
attempt to strictly enforce consistency in 
the naming convention across all systems 
and applications, but the reality of acqui- 
sition and technological limitations (for ex- 
ample, if user IDs can only be three 
characters long on a custom application) 
often prevent achieving that ideal. When 
using an IAM tool, the IT group can cre- 








ate the user ID using the IAM solution, 
which will then create user IDs and per- 
missions across the other required systems 
and applications according to the various 
formats on those systems. This can be done 
either automatically or by sending a notice 
to an administrator if technology or process 
restrictions prevent full automation. 

These multiple user IDs will be con- 
trolled by the parent user ID on the IAM 
tool. This can be done even if the user ID 
on one system is “bheninger” and the user 
ID on another application is “heningerb.” 
And any change made to the parent ID will 
be cascaded to each of the other associated 
user IDs. Clearly, if business policies or tech- 
nology limitations prevent full automation 
and integration among the IAM software 
and the linked platforms and applications, 
the expected overall efficiency gains for the 
IAM software would be reduced. 

2. Change. Likely the most difficult 
aspect of managing multiple logical 
identities (user IDs) is enforcing the con- 
sistency of a change—simple or com- 
plex—across all affected platforms and 
applications. Effective IAM tools will au- 
tomatically enforce and synchronize any 
change across the affected systems and 
applications once the change is made to 
the parent ID. Such a change would be 


necessary when a users last name is 
changed after marriage, for example. 

Furthermore, the IAM tool can manage 
the transfer of a user’ identity when that 
users relationship to the organization 
changes. For example, many companies hire 
outside contractors to support various proj- 
ects and then decide to make the contractor 
a permanent employee. Without an IAM so- 
lution in place, the conversion process might 
include removing the contractors multiple 
user accounts and associated permissions 
and then re-creating the same accounts with 
enhanced permissions as permanent em- 
ployee accounts. An IAM solution could sim- 
plify the conversion to only modifying a few 
attributes in the parent user ID (for exam- 
ple, the employee status and employee ID) 
and adding the additional required access 
permissions that would be automatically 
replicated to the other associated IDs. 

3. Delete. Common exceptions or de- 
ficiencies identified during user account 
reviews include generic, outdated, stale or — 
orphaned user IDs. Generic user IDs are 
accounts that are shared by more than one 
user and have no specific accountability. 
Outdated user IDs are accounts with per- 
missions that are no longer relevant based 
on organization or role changes. Stale user 
IDs are accounts that have not been used 
for a long time (and prompt questions 
about the need for a user ID), while or- 
phaned user IDs are accounts that remain 
on systems or applications after a user has 
been terminated and the network (for ex- 
ample, Windows) user ID has been delet- 
ed or disabled. LAM solutions can be used 
to warn against or even prevent generic, 
outdated, stale and orphaned user IDs. 

Because the parent user ID in the AM 
solution controls the user IDs defined in the 
other linked systems and applications, a 
tule can be created to flag generic IDs; and 
modifying or deleting the parent ID would 
update, delete or disable (either automat- 
ically or via sending a notice to an admin- 
istrator) the other associated user IDs. 
Again, if the linked systems are not cor- 
rectly interfaced or if the cascading rules are 
not correctly defined, the management of 
these troublesome user IDs could be com- 
pounded rather than simplified. 
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AutoFlow Technology will let you extract information from scanned 1040 source documents 
and import it directly into ProSystem fx Tax. 
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You can already leverage ProSystem fx Scan to automatically create 
organized and bookmarked PDF files, freeing your highly trained and 
valuable professional staff to focus on billable, high-value services. 


Now, ProSystem fx Scan v4.0 with AutoFlow Technology™ lets you 
take the next logical step. AutoFlow Technology is a process that: 


Extracts information from selected scanned source documents 
used to prepare 1040 returns. 


Facilitates verification of extracted information. 
Allows for real-time import of verified 1040 information directly 


into ProSystem fx Tax. 


Coupled with ProSystem fx° Tax and PDFlyer, Scan with AutoFlow 
Technology provides a complete paperless 1040 solution. 


Call 1-866-923-9939 to sign up for a FREE live Web demo 
today, or visit CCHGroup.com/Scan to learn more. 
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CCH offers you the most acclaimed document 
management solutions for firms of all sizes 


™ ProSystem fx Document was awarded The CPA Technology 
Advisor’s Tax and Accounting Technology Innovation Award 
for its email management functionality. 


@ ProSystem fx* Document ASP was awarded the prestigious 
2008 Software & Information Industry Association (SIIA) 
CODiE Award in the category of Best Document Management 
Solution — from more than 1,100 entries! 


Maximize your productivity and move your firm toward a 
paperless office with ProSystem fx Document’s secure, 24/7 
remote access. You'll reduce the risk involved in manual file 
management by addressing Sarbanes-Oxley and other regulatory 


compliance rules. 


Attend a live Web demo and you could be eligible to win one of 
five digital tablets! 


Call 1-866-669-6523 today to find out more about 


mt E G H ProSystem fx Document, or visit CCHGroup.com/Document 
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SELECTING AN [AM VENDOR 
AND INTEGRATOR 

Because implementing an IAM system 
comes with significant costs, choosing the 
right LAM vendor and integrator is critical. 

In 2006, the overall size of the global 
IAM market, including software license 
and related implementation service fees, 
was about $2.6 billion. Forrester Research 
predicts the IAM market will grow to 
$12.3 billion by 2014. 

Major IAM software vendors include 
Avatier, BMC Software, Beta Systems, CA, 
Courion, Evidian, Fischer International, 
HP. IBM, Microsoft, Novell, Oracle, SAP, 
Siemens and Sun Microsystems. IAM in- 
tegrators include many of these vendors as 
well as the Big Four accounting firms, the 
mainstream consulting firms, and a vari- 
ety of boutique firms and independent 
consultants. Each vendor's software pack- 
age and each integrator have strengths and 
weaknesses, so if you do not have the ex- 
pertise to manage the integration of an 
IAM tool, we recommend evaluating inte- 
grators using the following criteria: 

1. Cost. Because software licensing fees 
and integration fees can be as high as a 
company is willing to pay, compare the 
base license fees from each vendor based 
on the existing (not promised) function- 
ality options and continuing service com- 
mitment that might be included. 

2. Functionality. As with many prod- 
ucts and services, the promises of mar- 
keting professionals don’t always equate 
to reality. Require live demonstrations of 
each vendors products and integration 
methodologies to get a more realistic 
picture of true functionality and service 
offerings. 

3. Record. With a long list of vendors 
and integrators to evaluate when making 
an IAM selection, speaking with former 
and current clients of the prospective ven- 
dor or integrator will help to distinguish 
the vendors and integrators that are seri- 
ous about taking care of their customers 
before, during and, more importantly, after 
the sale. 

4. Leverage. If your company already 
has a professional relationship with a ven- 
dor or integrator, leveraging the existing 


products or services being provided can 
assist in reducing the overall costs associ- 
ated with IAM implementation. 

5. Scalability. As most companies are 
trying to grow business, your IAM vendor 
and integrator should be as scalable (based 
on track record rather than verbal prom- 
ises) as your business plan. 


IMPLEMENTING LAM 

With all of the benefits available with IAM 
software tools, why aren’t companies rush- 
ing to implement them? For the same rea- 
sons that companies should not rush into 
any technology decisions—they require 
careful consideration of several common 
challenges as well as planning to address 
such challenges. A few common challenges 
of IAM tools—implementation, business 
readiness, and long-term maintenance— 
can be more successfully navigated by 


Common Pitfalls of 
IAM Implementations 


w Project risk management and 
governance models are not in 
place or are lacking. 

m Analysis and definition of busi- 
ness and technical require- 
ments are incomplete. 

m Validation of proposed solu- 
tions, integration partners and 
tules is limited. 

m Scope of services and function- 
ality continues to expand be- 
yond original strategies (scope 
creep). 

m Executive sponsorship is insuf- 
ficient or political agendas are 
in place. 

w Testing and migration of the 
final solution are insufficient. 
w Existing errors are either unde- 
tected or ignored (for example, 

IAM system doesn’t interface 
with other systems correctly or 
the system is unusable). 

w Eventual production system 
does not meet original expecta- 
tions. 





partnering with the right LAM integrator. 
Evaluating the following implementation 
considerations can help determine if an 
IAM solution is right for your company. 
Furthermore, requiring potential IAM 
integrators to demonstrate competency ad- 
dressing these considerations and to pro- 
vide former and current client references 
to validate their competency can facilitate 
an objective service provider selection. 

As with many system implementations, 
costs of implementing an IAM tool can 
quickly soar out of control; and the orig- 
inal business benefits associated with the 
implementation may not be fully realized 
if proper controls are not in place from the 
start. The sidebar “Common Pitfalls of AM 
Implementations” lists some of the prob- 
lems that can arise. 

To address such risks, these leading 
practices may be helpful: 

w Obtain stakeholder consensus. As all 
IAM implementations are different and 
include unique project requirements, the 
project team should identify all key 
stakeholders and gain their consensus on 
scope and approach. 

Obtain executive-level sponsorship. 
Because an IAM implementation affects 
multiple business units within an or- 
ganization, obtaining executive spon- 
sorship is critical to realizing the full 
benefits of the software. For example, a 
state government recently implemented 
an LAM system, which was sponsored by 
the Department of Administration. Be- 
cause the senior state leadership pro- 
moted the project, the IAM tool is 
achieving the intended cross-agency 
adoption. 

= Adopt and implement a structured proj- 
ect management approach. Implement- 
ing an IAM solution is not a simple “plug 
and play” operation. According to Gart- 
ner Research, “Large-scale user-provi- 
sioning projects are complex initiatives 
and require experienced management to 
increase the chances of success. Although 
the success rates of such initiatives are 
now higher than in previous years, user- 
provisioning projects still have a signifi- 
cant failure rate due primarily to scope 
definition and managing to that scope.” 
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ARE YOU READY? 
As part of the IAM implementation, busi- 
ness processes and procedures should be 
considered to make sure they are consistent 
with the pending IAM technology. Com- 
mon business readiness challenges include: 
mw Existing user administration process- 
es are poorly defined. 
m Control and process owners are in- 
consistently identified. 
m Knowledge of compliance require- 


ments is deficient. 


mAudit considerations are not fully 


contemplated. 


To plan for such challenges, these lead- 


ing practices should be considered: 
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OTHER RESOURCES 
| Articles 


m “Identity Management Market Forecast: i 


2007 to 2014” by Andras Cser and 
~ Jonathan Penn, Forrester Po 
| Feb. 6, 2008 
m “Magic Quadrant for User Provisioning, 


Ho?" by Earl Perkins and Roberta J. Witty, 


‘Gartner Research, Aug. 23, 2007 — 
@ ‘The Truth About Federated Identity 
Management,’ by Sarah D. Scalet, CSO 
Online, Oct. 1, 2006 
g “Automated Password Reset Can Cut IT 
Service Desk Costs,’ by Kris Brittain and 
Roberta J. Witty, Gartner Research, 
Dec. 13, 2004 


“Trust Services: A Better Way 1 to Evalliate 


IT Bo Section, , wwwaicpa. ol 


Serpiccsianal (CITP); www.aicpa. ‘org/CITP 


m Understand your user account land- 
scape and associated complexity. If 
your company is larger and more com- 
plex (10 or more IDs per user), the as- 
sociated complexity will equate to 
greater project management require- 
ments and costs. If your company is 
smaller and less complex (five or fewer 
IDs per user with no anticipation of 
growth), you might consider alternative 
business process modifications instead 
of implementing an IAM solution. 

m Understand your user population. If 
your users are not computer savvy, im- 
plementing a sophisticated employee 
self-service function as part of your [AM 
implementation may not be feasible or 
recommended. Conversely, if the users 
are reasonably proficient with comput- 
ers, the organization may readily accept 
and embrace sophisticated self-service 
features. 

mProperly prepare and train business 
units. If employees and users receive 
thorough training, they will have the 
ability and sense of ownership to maxi- 
mize the IAM solution’s intended value. 

w Understand your regulatory require- 
ments. If your organization is required 
to comply with regulatory standards 
such as Sarbanes-Oxley, Payment Card 
Industry Data Security Standard and 
the Gramm-Leach-Bliley Act, integrat- 
ing regulatory requirements into your 
implementation plan allows you to ad- 
dress compliance concerns before they 
become compliance gaps. 


MAINTENANCE 
After successfully implementing an IAM 
solution, many organizations fail to ade- 
quately plan for short- and long-term 
maintenance. Lack of maintenance plan- 
ning quickly invalidates the IAM solution 
and leaves the organization questioning 
the cost of integration. These questions 
may help in planning for maintaining the 
IAM software: 
= Who will support the IAM tool after 
implementation? As the IAM solution 
vendor or integration partner may offer 
maintenance services for the solution, a 
decision should be made sooner rather 


than later regarding who will maintain 
the solution and how the maintenance 
costs will be leveraged in the licensing 
or integration contract. 


a Which group will own the ongoing 


maintenance costs? Everything costs 
money and, because the IAM solution 
will impact platforms and applications 
across the enterprise, identifying the 
owner(s) of the ongoing maintenance 
costs can be politically difficult, but crit- 


ically important. 

a What level of availability will be re- 
quired of the tool? If the LAM solution 
is considered mission critical, backup 
and recovery processes should be in- 
cluded and certified in the initial imple- 
mentation project to prevent potential 
availability issues down the road. 

a Who will monitor the business pro- 
cesses supporting and impacted by the 
IAM solution? Compliance managers 
know that changes to key business 
processes can substantially alter the 
control environment, so resources 
should be identified to monitor the 
business processes and procedures 
associated with the IAM solution to 
avoid invalidating the controls provid- 
ed by the solution. 

@ How can we continue to optimize the 
IAM solution? Because continual im- 
provement is often included in the ini- 
tial implementation business case, a 
formal methodology should be devel- 
oped as part of the integration plan to 
continue optimizing the effectiveness of 
the IAM tool after the initial implemen- 
tation is complete. 


CONCLUSION 

Now that you have an understanding of 
the common challenges and the potential 
benefits associated with IAM solutions, 
you have the basis to consider engaging 
internal or external professionals to per- 
form an IAM readiness review. The results 
of such a review will provide the addi- 
tional knowledge needed to develop a 
business case to determine if an IAM 
solution is right for the organization and 
if it is the right time to consider an IAM 
implementation. ~ 
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any CPAs do client payroll, but somewhat reluctantly. For a large number of 

CPAs, it is only after requests from clients that they consider doing their 
payroll. After all, accountants do not wish to disappoint their loyal customers. 
CPAs, therefore, often take on payroll to maintain client relationships- even if 
they feel trepidation in doing so because payroll is not their specialty. It is no 
surprise that for many CPAs, the perception of client payroll is that it is time 


consuming, difficult, and not profitable. 


Online payroll services, however, are chang- 
ing perceptions of client payroll. Chores 
such as paying federal and state payroll tax 
liabilities and mailing forms can now be 
done electronically. In a few mouse clicks, 
a CPA or his assistant can send in their 
clients’ payroll taxes and tax forms. These 
are tasks that staff used to dread but 
which are now very simple. 


Online Payroll Simplifies Tasks 

Another payroll task that CPAs find burden- 
some is collecting payday information for 
Clients every pay period. To do this, some- 
one had to be available to receive the 
client’s information for the hours worked for 
each employee. Online payroll services 
through PayCycle have eliminated such 
burdens. CPAs can grant their clients 
access to the web-based service- branded 
with the CPAs name- so that clients can 
enter payday information themselves. CPAs 
can even set ‘client permission levels’ to 
give clients the ability to run payroll only, or 
run payroll and setup employees, or do all 
tasks including paying taxes and filing 
forms. 


With technology making payroll easier and 
more profitable, CPAs are finding value in 
payroll which they may not have expected. 
Many CPAs are even accepting more pay- 
roll clients since payroll can be done so 
quickly and easily by the CPA or by the 
Clients themselves. 


PayCycle Makes Payroll Profitable 

and Easy 

PayCycle’s Accounting Professional Program 
is a monthly “pay as you go” program- 
with no commitments-designed to make 
client payroll easy and profitable. And you 
don’t have to become a payroll expert to 
use the program. In fact, 37% of account- 
ing professionals using PayCycle had never 
done client payroll prior to using the 
service. 


PayCycle’s online solution walks you 
through the entire payroll process from 
paychecks to W-2s. The service integrates 
with most leading accounting programs 
including QuickBooks® and Peachtree®. In 
addition, PayCycle leads all online and 
software-based payroll services with the 
most complete electronic federal and 
state payment and filing coverage. 


Priced for Firm Profit 

Thousands of CPAs have discovered that 
PayCycle makes client payroll easier and 
more automated than ever before. With a 
base price of $14.99 per client per month, 
PayCycle leaves significant room for profit. 
A PayCycle study shows that accountants 
typically earn 50% profit from payroll using 
PayCycle and spend just minutes every 
month on payroll tasks. CPAs, however, 
often earn profit margins of 70% or higher. 
By offering payroll services, CPAs can build 
stronger, longer lasting client relationships 
while earning income year round. 
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Andrew Newman, CPA 


In 1994, | started my career as a CPA 
working at Seiler & Company, a large 
regional accounting firm. | mostly did 
audits and taxes. Payroll only came up in 
support of those activities in the form of 
reviewing payroll reports. But | was famil- 
iar with the concerns small businesses 
had with payroll from my time spent 
working at a bank a few years before. 


Most Payroll Companies Do Not Cater 
to Small Businesses 
After Seiler, | went on to work at another 
large accounting firm that worked mostly 
with small companies. What | discovered 
_in my time with these clients was that as 
a rule, they often end up buying services 
that they don’t need just to get the serv- 
ices they do need. That definitely applied 
as far as payroll from the large payroll 
companies such as ADP and Paychex. 


Newman Associates, CPA 
_ Andrew Newman 
PayCycle User Since 2003 





“| chose PayCycle as my client payroll 
solution because it is simple to use 


and well priced. © 





When | started my own practice in 2001, 
| had no intention of doing payroll. | saw 
it as labor intensive and unprofitable. 
However, my clients would ask me about 
payroll services so it was something | 
needed to investigate. | became aware of 
PayCycle and was immediately impressed 
by the simplicity of the service and the 
quality of their customer care. It seemed 
that someone finally understood what 
payroll for small businesses needed to 
be. PayCycle made it straightforward with- 
out overburdening small business owners 
with features and “benefits” that didn’t 
help their business. 


Money is Tight for Many Clients 

Most payroll services impound tax funds 
even if these funds are not due for sever- 
al weeks. Impounding is a perfect exam- 
ple of small businesses getting a “fea- 
ture” they don’t need just to get the pay- 
roll services they do need. PayCycle, on 
the other hand, doesn’t impound payroll 
taxes and that’s huge. When | worked as 
a CFO at a travel company we used ADP. 
Money was tight and we had to time bills 
to the money we just received. ADP 
required us to have money upfront for 
payroll and taxes if we wanted to use the 
service and that was a major commit- 
ment since we were often short on cash. 


Given my choice to provide clients only 
what they need without overburdening 
them, | offer the PayCycle online payroll 
service. | set up and train most of my 
clients to use the service themselves. My 
Clients love it. However, | still have a cou- 
ple of clients that prefer to have my firm 
run their payroll for them. My assistant 
does their payroll using PayCycle. She 
says it takes her about 5-10 minutes a 
month. 







Payroll Services that are Paperless 
Using PayCycle, | don’t have to print and 
mail checks or forms for tax deposits 
and filings. | can complete these tasks 
easily with PayCycle using their paperless 
E-Pay and E-File features. These features 
are invaluable. These services, along with 
the ability to give employees access to 
their pay stubs online and being able to 
download payroll information into your 
Client's accounting software are perfect 
examples of payroll benefits that are very 
attractive to a small business. Full serv- 
ice payroll companies do not necessarily 
make these services available or if they 
do, they usually charge extra for them. 
However, with PayCycle, these wonderful 
features come included. 


PayCycle’s payroll service is a very 
attractive offering for my clients. The 
service gives my clients another reason 
to feel that | have their best interests at 
heart and | get another link to my client. 
We all win. Now that’s a special service! 





Join the Hunt 


Customize join properties for better data analysis. 


by Mark W. Lehman 


ou’ve used a database to search your client’ data for a red flag 

that might indicate fraud. You imported the data into a database 

and created relationships between table fields. Then you care- 
fully created a filter to search for red flags. Finding nothing, you con- 
clude that there is no evidence of fraud. 


If you didn’t factor in join properties, you 
may need to reconsider your conclusion. 
Using a default join property, you might 
unknowingly be performing tests on an in- 
complete data set. 
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WHAT ARE JOIN PROPERTIES? 

Relational databases store data in multiple, 
normalized tables. Everything about ven- 
dors, including names and addresses, is 
stored in a vendors table. Checks issued to 


those vendors are stored in another table. A 
relationship is created between a field—the 
Vendor ID, for example—from each table to 
bring the tables of data together to support 
data analysis. How the relationship joins the 
tables is known as the join property. 


>» Key to Instructions - 
To help readers follow the instructions in 
this article, two typefaces are used: 

Boldface type is used to identify the 
names of functions, menu items, icons, 
agendas and URLs. 

Sans serif type indicates the names of 
files and the names of commands and 
instructions that users should type into the 
computer, 
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The most common type of join property, an inner join, dis- 
plays only matches between the tables in the dynaset—a tem- 
porary combined view of selected data. An inner join using 
limited examples of checks and vendors tables is illustrated in 
Exhibit 1. 

The tables are connected by a relationship between the Ven- 
dor ID fields of each table. The dynaset shows the combination 
of the tables. Notice that check no. 2 is not in the dynaset. That’s 
because the inner join requires a match in both tables. Because 
there was no vendor D in the Vendors table, check no. 2 to ven- 
dor D has no matching record and, therefore, does not appear 
in the dynaset. 

The inner join is the default join property of most data ex- 
traction and analysis tools used by auditors, including Microsoft 
Access, ACL Services Ltd.’s ACL Desktop Edition, and Case Ware 
International Inc.'s IDEA Data Analysis Software. Modifying the 
default join property makes it easier to spot irregularities and 
warning signs of fraud. 

The following scenarios illustrate the need for auditors to 
change the default join property to ensure their analysis includes 
all transactions, even if there are no matches in the master data: 

g Allen is a database administrator. He is authorized to man- 
age the company’s ERP software and has been granted update ac- 
cess to the application database. Using his access privileges, he 
added a shell company to the vendor table. Periodically, he added 
a record to the table of approved invoices. On the entered due 
date, the check was prepared and sent to the “vendor's” (Allen's) 
address. When the auditor requested purchasing data, Allen han- 
dled the request. He then used his access privileges to remove 
the vendor record before sending the data to the auditor. 

@ Beth works in accounts payable. Although she is responsi- 
ble for processing checks, a flaw in her application access per- 
missions has also given her the ability to perform vendor 
maintenance that, within a certain application, grants her update 
and delete authority to all vendor data. Recognizing the fraud 


opportunity of this internal control weakness, Beth created sev- 
eral shell companies to which she periodically processed checks 
sent to the fictitious vendor's (Beth’s) address. Before the audit 
team arrived, Beth deleted her shell companies. 


LOOK LEFT FOR UNMATCHED TRANSACTIONS 
In database terms, an outer join displays all the records of one 
table and the matching records from a second table. The phys- 
ical position of the checks and vendors tables in Exhibit 1 fol- 
lows a common convention used to describe outer joins. Checks, 
the transaction data table (the primary table), is on the left. 
Vendors, the master data table (the secondary table), is on the 
right. Most database software uses this left/right view to help you 
select the appropriate outer join. 

In an Access query, right-clicking on the relationship line dis- 
plays this Join Properties window: 








Vendor It j 
Vendor Name 











Selecting the second option, Include ALL records from 
‘Checks’ and only those records from ‘Vendors’ where the 
joined fields are equal, displays every record from the left 
(Checks) table, even if there is no match in the right (Vendors) 
table. Using this join property, check no. 2 data now appears in 
the dynaset: 


Blette, Inc. 


Blette,Inc. 4/15/2008 $848.48 


"Adams Corp. 
‘ERT Corp. 


4/18/2008 
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Another option for auditors conducting analysis is the data- 
base access language SQL, or Structured Query Language. The 
SQL view of the query, below, shows how SQL achieves a left outer 
join. Examine the statement Checks LEFT JOIN Vendors in the 
second line. Because the Checks table is left of the JOIN com- 


mand, all the records from the Checks table appear in the dataset. } 


SELECT Checks.Check, Checks.[Vendor ID], Vendors.[Vendor 
Name], Checks.Date, Checks.Amount 

FROM Checks LEFT JOIN Vendors ON Checks.[Vendor ID] 
= Vendors.[Vendor |D]; 
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A simple filter of the dynaset for missing data in a master file 
field, such as the vendor name in the previous Access dynaset, 
will yield a list of unmatched transactions. 

ACL adheres to the left/right convention. The Join window 
identifies its primary table on the left and the secondary table on 
the right. ACL offers 
five join properties on 
the More tab of its Join 
window. The Include 
All Primary Records 
option (see screenshot 
at right) executes a left 
outer join, producing 
the same results as the 
Access dynaset shown on the previous page. 

Alternately, the Unmatched Primary Records option performs 
a left outer join and filters for records having missing master data. 
The dynaset would only include the record for check no. 2. 

When joining tables using IDEA, fields in the primary table 
also appear on the left side of its Match Key Fields window: 


t lon Categoties 
| @ Matched Primary Records — 

| 1 Include All Primary Records 

{ 

| 

. 


cee | 
| © Unmatched Primary Records 
| C ManytoMany Matched Records 


j a nec eae 


Match Key fields 





The All records in primary file op- 
tion in the Join Databases window ex- 
ecutes a left outer join. IDEA’s Records 
with no secondary match option ex- 
ecutes a left outer join and, like ACL, 
filters the records for missing data, 
showing only records with no matching 
data. 


LOOK RIGHT FOR UNUSED 
MASTER DATA 

A list of vendors that have received no 
payments can be a helpful analytical tool 
for auditors. For example, having no 
checks written to a county government 
for property taxes may indicate an un- 
recorded liability or unreported sale of 
real estate. A right outer join produces this 
dynaset. 

An Access query using a right outer 
join is shown above, right. The third op- 
tion, Include ALL records from ‘Ven- 
dors’ and only those records from 
‘Checks’ where the joined fields are 
equal, will display every record in the 
Vendors table, even if there is no match 
in the Checks table. 





MASTERS OF TAXATION 


Online Weekend Program 

According to one major survey, tax 
accounting partners had the highest 
earnings among accounting professionals. 


FeU 


BARRY KAYE 
COLLEGE OF BUSINESS 


Florida Atlantic University 


1.877.248.3133 
www.accounting.fau.edu 


Vendors 


Vendor ID 
Vendor Name | 





Using this join property, vendors Carlson Co. and Franks, Inc. 
are listed even though there is no related check data: 
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Franks, Inc. | 


The SQL view of the query, on the next page, shows how SQL 
achieves a right outer join. Examine the statement Checks 


FORENSIC ACCOUNTING 
Master’s Degree 

Online Weekend Program 

Forensic accounting was named among 
the “20 HOT JOB tracks of the future” by 
U.S. News & World Report. 


¢ No undergraduate business degree required— 
all you need is a bachelor’s degree from a 
regionally accredited institution 


* Attend ciass online or on-campus 
(Downtown Fort Lauderdale) — the choice 


is yours 


* Financial aid available immediately 


BOCA RATON * DANIABEACH * DAVIE * FORTLAUDERDALE * HARBOR BRANCH © JUPITER » TREASURE COAST 


48 Journal of Accountancy September 2008 





TECHNOLOGY WORKSHOP 








RIGHT JOIN Vendors in the second line. Because the Vendors 
table is to the right of the JOIN command, all the records from 
the Vendors table appear in the dynaset. 


SELECT Checks.Check, Checks.[Vendor ID], Vendors.[Vendor 
Name], Checks.Date, Checks.Amount 


FROM Checks RIGHT JOIN Vendors ON Checks.[Vendor ID] 
= Vendors,[Vendor ID]: 





ACL produces a right outer join with the Include All Sec- 
ondary Records option on its Join window. A filter for missing 
transaction data, such as the check field, would be required to 
produce a list of unmatched master data. 

IDEA’s Records with no primary match option executes a 
right outer join and automatically filters for missing transaction 
data. The resulting dynaset would only display the records for 
Carlson Co. and Franks, Inc. 


MATCHING MASTER FILES 

A classic audit test for detecting a shell company is to match em- 
ployee addresses with vendor addresses. This test requires two 
master data tables, a join property and an inner join. 

In the master data tables shown in Exhibit 2, it appears that 
Stephen Matthews may have created two shell companies. The 
dynaset shown was generated using Access’ default join proper- 
ty. SQL uses the INNER JOIN command (Employees INNER 
JOIN Vendors) to achieve the same results. 

ACL requires a change in its join property to achieve the same 
results. ACL’s default join property only displays the first match with 
SM Services Co. To display both matches, the join property must 
be changed to Many-to-Many Matched Records. 

IDEA’s Visual Connector tool yields the same dynaset by 
matching tables via a user-friendly interface: 


SAEs sat Create / Edit 


ADDRESS (C) | 
EMPLOYEE (N) | 
FIRST (C) | 
LAST {C) 


CMENDOR_IOD 
CN) 
ADDRESS 
1 





BEYOND AUDITING 

These steps aren’t just for auditors. Any accountant creating a re- 
port by joining data tables must consider the possibility that not 
all transaction data may be matched with master data. Failure to 
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Dynaset (combined 


Employee Rens 





Este Last Address Wes arere| Address 
| 2 [Stephen 12 West St. ISM Services Co. |12 West St. 
; 


12 West St. 


12 West St. City Services 


account for discrepancies may result in incomplete reports and 
misleading information. % 


Mark W. Lehman, CPA, Ph.D., is an associate professor in the Richard C. 
Adkerson School of Accountancy at Mississippi State University. His e-mail 
address is mark.lehman@msstate.edu. 


Audit Applications 


Changing join properties enables auditors to perform a variety of 
audit tests. What follows is a summary of the required join prop- 
erties together with examples of potential audit tests: 


UNMATCHED TRANSACTIONS 
Access: All records from the left table with a filter on a master 
data field 
ACL: Unmatched Primary Records 
IDEA: Records with no secondary match 
SQL: LEFT JOIN 
Employ to search for: 
g Invoices with no receipts 
m Transactions charged to accounts that do not exist 
m Payroll checks issued to false employees 
@ Sales returns to customers that do not exist 
m Sales returns of inventory items that do not exist 
a Journal entries entered by ghost employees 


UNMATCHED MASTER DATA 
Access: All records from the right table with a filter on a 
transaction data field 
ACL: Include All Secondary Records with a filter on a 
transaction data field 
IDEA: Records with no primary match 
SQL: RIGHT JOIN 
Employ to search for: 

w Inventory items that have not been sold 

= Customers that have not made a purchase 

mw Vendors that have not been used 

a Employees that have not been paid 

ag Invoices that have not been paid 


MATCHING MASTER DATA 
Access: Default join property 
ACL: Many-to-Many Matched Records 
IDEA: Relate tables using Visual Connector 
SQL: INNER JOIN 
Employ to search for: 
mu Employee addresses that match vendor addresses 
= Employee initials that match vendor name 
a Employee phone numbers that match vendor phone numbers 
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lan Dingwall 


EBSA\s chief accountant discusses major changes 
afoot in employee benefit audits. 


an Dingwall is the chief accountant of the Department of Labor's 

Employee Benefits Security Administration (EBSA). Dingwall is 

EBSAS primary adviser on accounting and auditing issues stemming 
from the agencys responsibilities under the Employee Retirement 
Income Security Act of 1974 (ERISA), the Federal Employee Retire- 
ment Security Act, and the Pension Protection Act of 2006 (PPA). 
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Dingwall and his staff of more than 40 
reach out to a broad array of plan pro- 
fessionals including plan sponsors, plan 
administrators, attorneys, auditors and 
other service providers to ensure they 
have the information they need to fulfill 
their responsibilities to the plans and 
their participants. 

Dingwall recently answered the JofA’s 
questions about employee benefit plan ac- 
counting and auditing. 


JofA: You’ve been the chief accountant for the 
Department of Labor's Employee Benefits 
Security Administration since 1988. What 
significant changes have you seen over the past 
20 years? 

Dingwall: Obviously, there have been 
many, many changes over the last 20 
years. It would be hard to put together a 
list of all of those changes. Certainly, the 
changes we're seeing now with imple- 
mentation of the Pension Protection Act 
would be high on the list. We've also over 
this time period established the Office of 
the Chief Accountant as a vibrant and 
viable organization within the Department 
of Labor. 

L also believe we’ve been instrumental 
in helping the profession establish the Em- 
ployee Benefit Plan Audit Quality Center 
and in ensuring that peer reviewers are fo- 
cused on employee benefit plans. These 
are important initiatives because they are 
being undertaken by the profession itself. 


JofA: What are the biggest challenges facing 
pension plans in the near future? 
Dingwall: In the immediate future, one of 
the more significant changes involves new 
filing requirements for 403(b) plans. Due 
to the newly imposed audit requirement, 
these plans will now have to put together 
plan documents and recordkeeping sys- 
tems that will be subject to the scrutiny of 
a financial statement audit. This new re- 
quirement is for the 2009 plan year, with 
reports being filed with the DOL in 2010. 
Other challenges for the profession in- 
clude: implementing the new audit risk 
standards for audits of employee benefit 
plans, and the changes mandated by the 
Pension Protection Act. 





HEADLINER Qé&A 





JofA: The Pension Protection Act made a number of changes to pen- 
sion accounting. How are these changes impacting plan sponsors and 
their auditors? 

Dingwall: Automatic enrollment and default investment should 
increase the number of people saving for retirement. I think the 
disclosure part of the PPA, which includes requiring the Form 
5500s to be available on Web sites and the electronic filing of 
the forms, will create more transparency for plan participants 
who want to see how their plans are operated. 


Center perform this work much better than firms who are not 
members of the Audit Quality Center. I really attribute this to 
the high standards that are set by the Audit Quality Center it- 
self. We've also seen that the larger firms have improved their 
quality with respect to doing these audits. As a group, they 
perform much better than they previously did. 


















































JofA: You've stated in speeches that some auditors of employee ben- 
efit plans do not adhere to their responsibilities under 
the AICPAS Statement on Auditing Standards 
(SAS) no. 112, Communicating Internal 
Control Related Matters Identified in an 

Audit. Could you briefly explain the ~ 
DOL’s position on SAS 112 letters? 
Dingwall: Well, when we look at 

an audit, we are looking to see 

whether or not the audit was 
performed in accordance with 
generally accepted auditing 
standards. One of the require- 
ments of doing an audit under 

Statement no. 112 is that these 
communications are made when 
necessary. 

Unfortunately, we’ve heard that 
some plan sponsors have tried to ne- 
gotiate these letters even in advance of the 
audit. They've tried to figure out whether an 
auditor would give a SAS 112 letter or not. In other 

words, it becomes a condition of employment. That, of course, 
we take as a very bad practice. 


JofA: What is the most significant accom- 
plishment the accounting and auditing pro- 
fession has made in recent years in the 
employee benefit plan area? 
Dingwall: Maybe the most signif- 
icant accomplishment is the pro- 
fession is no longer viewing 
these audits as “commodity- 
type” audits. I think the profes- 
sion has gotten serious in terms 
of looking at these audits from 
a business perspective. Many 
firms have decided not to do these 
audits because it does not make 
economic sense to perform only a 
few employee benefit plan audits. It is 
significant that so many firms have be- 
come members of the Audit Quality Center 
and are investing in training their staffs so that the 
audits are done in accordance with generally accepted 
auditing standards. 


JofA: For plans that have never been audited, how will the new audit 
requirement for 403(b) plans that are subject to Title lof ERISA affect 
the plan sponsors and auditors? 

Dingwall: On an immediate level, 403(b) plans will have to start 
creating records for the 2008 plan year, so that comparative 
financial information will be available for the beginning of the 
audit cycle in 2009. There is a real need to construct an open- 
ing balance that will pass review during the initial audit. And that 
date has already passed. For most plans it would have been Dec. 
31, 2007, so that the 2008 year will be comparable to the 2009 
year, 


JofA: Your office is responsible for inspecting CPA firms that audit more 
than 100 employee benefits plans. What do you look for when you do 
inspections, and what trends are you seeing? 

Dingwall: Our inspection program is both a top-down and bot- 
tom-up review ofa firm, to see how it operates its employee ben- 
efit plan practice. Frankly, we try to do it much like the PCAOB 
inspections and look to see what the tone at the top is. Is this 
something that the firm carefully monitors? Do they have an in- 
ternal review process? Do they have somebody in charge of the 
practice? Is this a firm where partners who perform poorly have 
their compensation impacted? Are people rewarded in that there 
is promotion potential to the partner level and that this is not 
just a dead-end job? How does the firm govern itself to make sure 
its independent when its doing these audits? So we look at the 
firm from kind of a macro perspective. 

And then from the bottom up, we're always looking at work 
papers, asking staff do they feel like they have the right tools? 
Are they given the resources they need to conduct these audits 
in accordance with professional standards? 

It’s fair to say that we've seen two trends. First, we’ve seen that 
members of the AICPA Employee Benefit Plan Audit Quality 


JofA: What advice would you give a sponsor that has missed the Dec. 
31 date? 

Dingwall: Well, they need to get in touch with their service 
provider and figure out how they’re going to create these begin- 
ning of the year cutoffs. I think all of the big third-party admin- 
istrators who deal with 403(b) plans have put together helpful 
Web sites. The AICPA’s Employee Benefit Plan Audit Quality 
Center has a very useful Web site (www.aicpa.org/ebpaqc) that 
includes 403(b) plan reporting and audit requirements. 
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Value Measurements] has really put a spotlight on these esoteric 
investment vehicles that plans have been investing in. We tell 
CPAs they need to understand the investments as plans increas- 
ingly are chasing these higher yields. 


JofA: What is the biggest challenge for plan auditors with this new 
requirement? 

Dingwall: There are a number of technical issues that relate to 
whether or not plan assets have been properly accounted for. 
Many of the 403(b) annuity programs do not necessarily account 
for plan assets. Now we're getting into a very technical area that 
will have to be dealt with, which is whether or not plan assets 
have been fully allocated and whether or not participant loans 
conform to the regulatory requirements. 
















































JofA: What is the possibility of the DOL proposing a safe harbor 
rule for employee contributions to large pension and welfare plans 
similar to the proposal for small plans released earlier this year? 
Dingwall: We are currently asking people to write 
to us and tell us what they believe a good safe 
harbor would be for large pension plans. 
Frankly, we do not want to write a safe 
harbor that is more permissive than 
is practiced. We believe that pen- 
sion plans, large pension plans in 
particular, are very aware of the 
departments rules and make 
their participant contributions 
as soon as they can reasonably 
be segregated from the assets of 
the employer. 


JofA: Is this any different from what auditors 
typically see in other types of plans such 
as 401 (k)s, or is it simply that these are 
plans that have never been audited 
before? 
Dingwall: It’s the latter. It’s that 
these are first-time audits for 
many of these plans, and these 
technical issues have not neces- 
sarily been addressed well. Plan 
sponsors of these 403(b)s basi- 
cally open their doors to any 

- service provider. Some of these 
educational organizations have 
offered their teachers 40-plus ven- 
dors to go to, and the complexity that 
they’ve created by doing that is just enor- 
mous. These are very expensive plans to run. 
The expenses on these plans can run three times 
the amount of 401(k) plan expenses. 

So really a lot of abuses exist in 403(b) plans, and frankly the 
DOL'’s reaction is to send in the auditors to help clean up these 
plans. Participant education needs to better focus on “decumu- 
lation” (taking money out), not just on accumulation of assets. 
Some annuity products are just not good financial deals. 


JofA: What do you expect the DOL’s 

regulatory agenda to look like in 
2009? 
Dingwall: Well, obviously we'll be con- 
tinuing to write regulations and guidance 
with respect to the Pension Protection Act. 
Many of those things are mandated by the new 
law. The new election will obviously produce for us anew 
secretary of Labor and a new assistant secretary in EBSA, and ob- 
viously a new president. We will look to them to figure out what 
the department's new regulatory agenda will be in 2009. 


JofA: Is there anything else you would like to point out to the CPA 
profession? 

Dingwall: Historically, my office has participated in national train- 
ing programs, regional training programs. We have now kind of 
refined our thinking in terms of offering training more at the local 
level. We're more focused at the local level through state soci- 
eties of CPAs. What we're trying to do is foster the development 
of daylong seminars, kind of a boot camp for auditors, that are 
conducted locally throughout the states. We're trying to get each 
of the state societies of CPAs to establish an employee benefit plan 
committee. Frankly, we see throughout different state societies 
of CPAs different educational programs being offered. There are 
best practices that need to be shared. 


JofA: As auditors implement the new risk assessment standards, what 
are some of the risks in employee benefit plans based on the deficien- 
cies you find? 

Dingwall: Certainly, at this particular time, some of the risks to 
the employee benefit plan community are that many of the em- 
ployee benefits plans are investing in hard-to-value assets, which 
present some unique risks in this very changing economic en- 
vironment. Auditors who are doing full-scope audits of plan as- 
sets are going to find it very difficult. They're going to have to 
spend a lot more time, it seems to me, to audit some of these es- 
oteric investments. So the risk assessment standards basically ask 
auditors to evaluate risk. One of the risks, obviously, is that these 
assets are not properly valued in the financial statements. Audi- 
tors are going to have to assess as best they can whether or not 
the plan management have used methodologies that they're com- 
fortable with to fair value these assets. I think that the risk as- 
sessment standards together with [FASB Statement no. 157, Fair 


JofA: If a state society is interested in working with the DOL on train- 
ing, who would they contact? 

Dingwall: Probably the best person to contact is Michael 
Auerbach, who is on my staff. Contact him by e-mail, which 
is auerbach.michael@dol.gov. oo 
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‘oday, a company’ intellectual property is integral to its success. 

Intellectual property or intangible assets can be patents, trade- 

marks, copyrights, trade dress (the visual characteristics of a 
edie packaging), trade secrets, certain proprietary methods of doing 
business, and the human capital of the owners and employees. 


The importance of intellectual property 
has spurred many CPAs to specialize in 
calculating infringement damages. These 
disputes often result in high-risk exposure 
for the company. In addition, corporate fi- 
nance professionals involved in licensing 
apply many of the same techniques in ne- 
gotiating royalty agreements. This article 
is intended for experienced litigation con- 
sultants and focuses on measuring eco- 


nomic harm in the form of reasonable roy- 
alties in intellectual property disputes. 
Intangible assets allow a company to 
differentiate itself in the marketplace, 
which can generate significant economic 
opportunities and successes. According to 
a 2006 publication by Pricewaterhouse- 
Coopers, approximately 80% of the For- 
tune 500’s market capitalization is related 
to various forms of intellectual property. 





The significance of intangibles has given 
rise to an increase in disputes among own- 
ers of such properties. 

With respect to quantifying damages 
for patent infringement disputes, the U.S. 
Code provides that: 

Upon finding for the claimant, the 

court shall award the claimant damages 

adequate to compensate for the in- 
fringement, but in no event less than 

a reasonable royalty... 

A 2006 study by Pricewaterhouse- 
Coopers concluded that from 1991 to 
2004, the annual number of patent in- 
fringement cases filed rose 162% from 
1,171 to 3,075 (2006 Patent and Trademark 
Damages Study). Since 2000, the frequen- 
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cy of damages awards based on lost prof- 
its decreased (compared to the 1990s) 
from 73% to 38% while awards of rea- 
sonable royalties increased from 24% to 
59%. The study further concluded that 
the shift toward reasonable royalty dam- 


patent holder (licensor) and the alleged in- 
fringer (licensee). Setting the hypothetical 
negotiation date is important in deter- 
mining the royalty rate. The date helps to 
frame the negotiation and the respective 
bargaining positions of the parties. The hy- 
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i: he reasonable roya ult yy is analy Zea L a the context of a 


hypothetical negotiation between t 
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(licensor) and the alleged infringer ui licensee). 


ages awards was the result of, among 
other things, the obtrusiveness to opera- 
tions in supporting a lost profits analysis, 
the desire to not disclose sensitive cost 
and profit data, the cost of performing a 
lost profits analysis compared to a rea- 
sonable royalty analysis, and the preva- 
lence of IP holding companies that do not 
actually manufacture or distribute the 
patented products. 


GETTING STARTED 
The CPA/damage expert typically begins 
the analysis with certain assumptions. 
Specifically, he or she will assume that the 
patent or patents in the dispute are valid, 
enforceable and infringed. It is not his or 
her role to express opinions on liability 
matters. The CPA/damage expert also typ- 
ically gains an understanding of the patent 
and the products/processes that embody 
the patent from counsel or technical wit- 
nesses. These technical issues help forma 
foundation for the analysis. 

As discussed later in this article, the rea- 
sonable royalty is analyzed in the context 
of a hypothetical negotiation between the 


pothetical negotiation typically takes 
place at or around the date of first in- 
fringement. The CPA/damage expert 
should always confirm the date of first in- 
fringement with counsel. 

Once the CPA/damage expert has the 
date of the hypothetical negotiation and 
the start of the damage period, it is his or 
her responsibility to quantify both the roy- 
alty base and the royalty rate. Each analy- 
sis depends on the facts and circumstances 
surrounding the negotiation and the in- 
formation available to the CPA/damage ex- 
pert. It is important to remember that there 
is no single formula or recipe for deter- 
mining royalty rates. 


THE ROYALTY BASE 

The CPA/damage expert needs to quanti- 
fy the infringing sales, typically in units 
and dollars from the date of first infringe- 
ment until the end of the damages period. 
In certain fact patterns, the infringing sales 
may be a component of a larger product, 
such as part of a kit or package that has 
infringing and non-infringing compo- 
nents. The Entire Market Value rule (for 


EXECUTIVE SUMMARY 





Types of Royalties 


The licensor and licensee may struc- 
ture royalty payments in many ways. 
Here are some typical forms of royalty 
payment: 
@ A running royalty based on a 
percent of the net sales price 
@ A running royalty based on a 
dollar amount per unit 
@ Lump sum or paid-up amounts 
@ Hybrid agreements that combine 
lump-sum milestone payments 
with running rates 
@ Tiered rates that adjust at different 
sales levels 
@ Different rates for different fields- 
of-use or geographic markets 
@ Different rates when there are 
multiple patents that cover a 
single product or technology 
@ Minimums and maximums both 
annually and over the life of the 
agreement 


example, the entire automobile as opposed 
to just the patented windshield wiper) may 
be applied in those situations. Typically, 
unpatented products may be included in 
the royalty base when unpatented com- 
ponents function together with the 
patented product, but not when items sold 
“have essentially no functional relationship 
to the patented invention and that may 
have been sold with an infringing device 
only as a matter of convenience or busi- 
ness advantage.” (Rite-Hite Corp. v. Kelley 
Co., Inc., 56 F3d 1538 (Fed. Cir. 1995)). 


The CPA/damage expert should consider % 


@ In recent years, focus has 
shifted to the increased value of 
intangible assets. As such, com- 
petition, sometimes unlawful, has 
resulted in extensive litigation 


and/or negotiation between par- 
ties for the use of intangibles. 

@ Methodologies to quantify a 
reasonable royalty are consistent | 
with general valuation approaches 
—market (other licenses), income 


(profitability), and cost (design- 
around). 

@ The Gecipia Raciic dispute is 
the seminal case that identified 15 
factors to consider in estimating a 
hypothetical reasonable royalty. 

® Be careful in determining 
an appropriate royalty base— 
consider what the market 
considers important, and the 
functional relationship between 
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patented and unpatented products 
sold together. 

i Whichever method is used to 
determine a royalty, be forewarned 
that others will likely have an op- 
posing point of view. Accordingly, 
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Georgia-Pacific v. United States Plywood Corp. 


In the 1970 case of Georgia-Pacific v. United States Plywood Corp. (318 F Supp. 
1116), the U.S. District Court for the Southern District of New York used the 
following 15 factors to determine what type of monetary award would compen- 
sate for infringement: 

1. The royalties received by the patentee for the licensing of the patent in suit, 
proving or tending to prove an established royalty. 

2. The rates paid by the licensee for the use of other patents comparable to the 
patent in suit. 

3. The nature and scope of the license, as exclusive or nonexclusive, or as 
restricted or nonrestricted in terms of territory or with respect to whom the 
manufactured product may be sold. 

4. The licensor’s established policy and marketing program to maintain a patent 
monopoly by not licensing others to use the invention or by granting licenses 
under special conditions designed to preserve that monopoly. 

5. The commercial relationship between the licensor and licensee, such as 
whether they are competitors in the same territory in the same line of business, 
or whether they are inventor and promoter. 

6. The effect of selling the patented specialty in promoting sales of other prod- 
ucts of the licensee, the existing value of the invention to the licensor as a gener- 
ator of sales of non-patented items, and the extent of such derivative or con- 
voyed sales. 

7. The duration of the patent and the term of the license. 

8. The established profitability of the product made under the patent, its com- 
mercial success, and its current popularity. 

9. The utility and advantages of the patent property over the old modes or 
devices, if any, that had been used for working out similar results. 

10. The nature of the patented invention, the character of the commercial 
embodiment of it as owned and produced by the licensor, and the benefits to 
those who have used the invention. 

11. The extent to which the infringer has made use of the invention and any 
evidence probative of the value of that use. 

12. The portion of the profit or of the selling price that may be customary in 
the particular business or in comparable businesses to allow for the use of the 
invention or analogous inventions. 

13. The portion of the realizable profit that should be credited to the invention 
as distinguished from non-patented elements, the manufacturing process, busi- 
ness risks, or significant features or improvements added by the infringer. 

14. The opinion testimony of qualified experts. 

15. The amount that a licensor (such as the patentee) and a licensee (such as the 
infringer) would have agreed upon (at the time the infringement began) if both 
had been reasonably and voluntarily trying to reach an agreement, that is, the 
amount which a prudent licensee—who desired, as a business proposition, to 
obtain a license to manufacture and sell a particular article embodying the 
patented invention—would have been willing to pay as a royalty and yet be able 
to make a reasonable profit and which amount would have been acceptable by a 
prudent patentee who was willing to grant a license. 
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the relationship of the patented technolo- 
gy to the overall product and its impor- 
tance to that product’s functionality. The 
CPA/damage expert should address this 
issue with counsel early in the engagement 
since it may require legal or technical 
analysis and can have a bearing on the 
damages analysis. 


THE ROYALTY RATE 

One common method of calculating a rea- 
sonable royalty is to consider the 15 factors 
identified in Georgia-Pacific v. United States 
Plywood Corp. (see sidebar at left). Most 
CPA/damage experts consider the factors 
relative to the determination of the reason- 
able royalty rate while the specific weight 
attributed to each factor is a matter of judg- 
ment that depends in part on the facts and 
circumstances of the matter. 


ESTABLISHED ROYALTIES 
The existence of an established royalty for 
the patents or underlying technology in 
dispute may preclude the need for deter- 
mining a reasonable royalty. If an estab- 
lished royalty exists, it can be used and ap- 
plied to the royalty base (Sun Studs, Inc. v. 
ATA Equipment Leasing, Inc. 872 F2d 978 
(Fed. Cir. 1989)). This requires a consid- 
eration of the facts and circumstances re- 
garding whether there is an established 
royalty: 
@ Agreed to prior to the infringement. 
@ Paid to/by enough parties to indicate 
reasonableness. 
@ Not paid under threat of litigation or 
in settlement of a lawsuit. 
@ Paid for comparable rights. 


GEORGIA-PACIFIC 
While not the only method for determin- 
ing a reasonable royalty, the factors out- 
lined in Georgia-Pacific are perhaps the 
most common framework used by 
CPA/damage experts. These factors pro- 
vide a structure for analyzing the licensors 
and licensee’s respective positions regard- 
ing a license for the intellectual property 
at issue. 

The CPA/damage expert must consid- 
er the types of available information and 


types of analyses to determine how to > 
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apply the Georgia-Pacific factors to form an 
opinion as to a reasonable royalty. It is im- 
portant to remember that Georgia-Pacific 
does not provide a specific formula to de- 
termine a royalty rate. There is no road 
map, recipe, or hard-and-fast rule as to 
how to weigh the information and the dif-’ 
ferent factors. This is where experience and 
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judgment come into play. 

Some CPA/damage experts may choose 
to look at each Georgia-Pacific factor indi- 
vidually, reaching a conclusion on the im- 
pact of each individual factor on the roy- 
alty rate. Other CPA/damage experts may 
choose to “group” certain factors and reach 
a single conclusion after considering the 





collective factors as a whole. CPA/damage 
experts may group the factors differently 
based on their experience or the facts and 
circumstances of a particular matter. The 
following paragraphs group and address 
the Georgia-Pacific factors. 


MARKET COMPARABLE 
ROYALTIES—FACTORS | & 2 
Factors 1 and 2 relate to license agree- 
ments. The CPA/damage expert should de- 
termine whether licenses exist and deter- 
mine how to incorporate them into the 
analysis of what a willing licensor and li- 
censee would agree upon in the hypothet- 
ical negotiation. It is up to the CPA/dam- 
age expert to determine whether a license 
is comparable and how much weight to 
give the agreement. The CPA/damage ex- 
pert typically considers factors such as 
whether the license involves: 

@ The same patent(s) at issue. 

@ Similar technology. 

@ Technology in the same or a similar 

industry, 

@ The relationship of the licensor and 

licensee. 

i@ The date of the agreement relative to 

the hypothetical negotiation. 

The subject license may have been ex- 
ecuted as part of a settlement or resolution 
of litigation. Also, there may be documents 
and testimony related to negotiations that 
did not result in signed agreements. In cer- 
tain cases, these negotiations or agree- 
ments may be excluded for legal reasons, 
and the CPA/damage expert should con- 
sult counsel. When using these agree- 
ments, the CPA/damage expert typically 
considers such factors as: 

@ The respective parties’ positions in 

the litigation. 

@ The use of lump-sum payments as 

paid-up licenses of historical sales. 

@ Running royalties on future sales. 

In many instances, license agree- 
ments executed or contemplated by the 
parties in the litigation will be produced 
by the parties in discovery. However, 
other data sources are available that 
may identify additional licenses that the 
CPA/damage expert can consider in 
analyzing comparable license agreements. 
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These sources include: 

B Public Databases. Databases, such 
as Www.royaltysource.com and 
www.royaltystat.com, can be ac- 
cessed through a subscription or on 
a pay-per-use basis to accumulate 
publicly disclosed license agree- 
ments including the negotiated roy- 
alty rate. 

@ Public Filings. Public companies 
may disclose the terms of license 
agreements in public filings such as 
SEC Form 10-K. 

@ Accounting Records. The parties’ 
accounting records may identify roy- 
alty income or expenses as well as 
analyses performed for negotiations 
that may not result in an agreement. 

@ Third-Party Publications. Industry 
publications, books, articles, con- 
sultants and associations may con- 
tain relevant data. 


LICENSOR’S POLICIES/ POTENTIAL 
TERMS—FACTORS 3,4,5 & 7 
These factors relate to the licensors’ poli- 
cies and terms of the agreement. The 
CPA/damage expert must understand how 
the facts and circumstances impact these 
factors and then determine how to weigh 
them in determining the royalty rate. 

In analyzing the nature and scope of 
the license or the licensor’s policies toward 
licensing, the CPA/damage expert should 
analyze whether the prospective license 
would be issued on an exclusive or non- 
exclusive basis, as exclusivity (in total or 
with respect to specific geographies, in- 
dustries, fields of use, or customers) usu- 
ally commands a premium. The terms of 
the licensor’s other agreements may pro- 
vide an indication of its position with re- 
spect to exclusivity or its willingness to li- 
cense the technology. 

The commercial relationship between 
the parties is also important. Whether the 
parties are direct competitors or have an in- 
ventor/promoter relationship will affect the 
royalty rate. Typically, a licensor would de- 
mand a premium when licensing a direct 
competitor. 

The license agreement typically runs 
until the last patent in the dispute expires. 





The CPA/damage expert should consult 
counsel regarding the expiration of the 
patent. The duration of the license may 
also affect the royalty rate. 


‘TECHNOLOGY—FACTORS 9 
& 10 


Factors 9 and 10 consider the technolog- 
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times, the features, benefits and advan- 
tages of patented technologies are outlined 
in advertisements, product brochures, and 
sales and marketing presentations. Dis- 
cussions with technical witnesses or ex- 
perts is often useful for the CPA/damage 
expert to understand the impact of these 
factors. 


PROFITABILITY AND OTHER 
FINANCIAL METRICS— 
Factors 6,8,11,12,13&14 
These factors consider the actual and ex- 
pected profitability of the technology on 
the licensor and the licensee. They typi- 
cally allow the CPA/damage expert to per- 
form quantitative analyses on the parties’ 
sales and profitability. Since the antici- 
pated or expected profitability is impor- 
tant, the CPA/damage expert may want to 
compare budgets and forecasts to actual 

results as well as look to qualitative state- 
ments and documents produced by the 
parties. 

The ability of the patented technology 
to generate sales of non-patented products 
further affects the parties’ profitability. The 
frequency of these non-patented sales as 
well as their relative importance also will 
have a bearing on the royalty rate. 

Where possible, the CPA/damage ex- 
pert should consider the profit that can 
be directly attributed to the patented 
technology as opposed to non-patented 
elements. Relevant questions to inves- 
tigate may include: What profits are 
generated by the patented technology? 
Does the patented technology offer in- 
creased profitability over other available 
products? 

Simply put, a patent is a right to ex- 
clude. The licensee’s ability to design 
around the patent and still be able to 
manufacture or sell a product that pro- 
vides the market the same features and 
benefits will directly affect the value of the 
technology and the royalty rate. Factors 
such as the timing, cost and speed of the 
design-around will affect the economic 
impact of the alternative design. Factors 
that are out of the licensees control—reg- 
ulatory approval, the need for customers 
to test the new product or recalibrate 


some other part of their operations as well 
as how the market accepts the alterna- 
tive—will also help determine whether 
the alternate design is viable. Often these 
alternative design issues may require the 
CPA/damage expert to get input from 
counsel, and technical and marketing 
witnesses. 


HYPOTHETICAL NEGOTIATION— 
FACTOR 15 

The final Georgia-Pacific factor summa- 
rizes the hypothetical negotiation and is 
also somewhat of a catchall. No formal re- 
quirement outlines how one should con- 
sider the hypothetical negotiation. In 
many cases CPA/damage experts use this 
factor as a place to summarize their analy- 
sis and list the “pros” and “cons” that the 
licensor and licensee might argue and face 
at the hypothetical negotiation. 


OTHER METHODS 

While Georgia-Pacific is the most fre- 
quently used approach for evaluating a 
reasonable royalty, some CPA/damage ex- 
perts also use other methods in conjunc- 
tion with or in place of it. Two of the most 
common are the rule of thumb and the 
analytical method. 

The rule of thumb, or “25 Percent 
Rule,” often attributed to Robert Gold- 
scheider, is an example of the profit split 
or profit-sharing approach and suggests 
that a licensor and licensee would nego- 
tiate a royalty ranging from 25% to 33% 
of the licensee’s expected profits from the 
patented technology. The rule is typical- 
ly applied to operating profits of the prod- 
uct being licensed. Due to data limitations 
and other issues, in many cases actual 
profits, or the profits for product line or 
the company, are analyzed. The 25 Per- 
cent Rule has been accepted by some 
courts and rejected by others as an ap- 
propriate method to estimate a reasonable 
royalty. Many CPA/damage experts use it 
as a starting point and then apply the 
Georgia-Pacific analysis, or use it as a cor- 
roborating check or benchmark after they 
complete their analysis. Caution must be 
exercised in blindly applying this or any 
rule of thumb. 


The analytical method considers the 
additional profits anticipated by an in- 
fringer above its “normal” profits result- 
ing from the use of the patented technol- 
ogy. Under this method, a portion of the 
additional profits attributable to the 
patented technology could be allocated to 
the patent, as follows: 





It is often useful to reconcile royalty 
amounts quantified under different 
methodologies. That way, you will be 
ready for cross-examination or a coun- 
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Making the 
Invisible Visible 





Identifying the enablers of future value 
by Bernard Marr 


Recent research confirms that while most executives agree 
that intellectual capital is critical to the future success of 
their businesses, their approaches to measuring and manag- 
ing this performance enabler are either poor or nonexist- 
ent. This has provided the impetus for the AICPA, in con- 

_ junction with CMA Canada and CIMA, to create a 
Management Accounting Guideline (MAG) on intellectual 
capital. Impacting Future Value: How to Manage your 


KEEPING THE BOATS 


a eee 
MANAGEMENT 


Intellectual Capital provides detailed guidelines across the 
following five steps of successful intellectual capital man- 
agement. 


STEP 1: HOW To IDENTIFY THE INTELLECTUAL 
CAPITAL IN YOUR ORGANIZATION 

Included in this step is an assessment of its value. Not all 
intellectual capital is automatically valuable to an organiza- 
tion. It is only valuable if it helps to deliver the organiza- 
tional objectives. Intellectual capital value drivers can be 
identified by conducting interviews and facilitated work- 
shops, or via mail or online surveys. 

Together with physical and financial capital, intellectual 
capital is one of the three vital resources of organizations. 
Intellectual capital includes all intangible resources that are 
attributed to an organization and contribute to the delivery 
of the organizational strategy. These intangible resources 
can be grouped into human, structural and relational capi- 
tal. 

Once intellectual capital has been identified, its value 
can be assessed. When valuing intellectual capital, it 
should be kept in mind that its value depends on an orga- 
nization’s specific strategy and that intellectual capital 
dynamically interacts with and depends on other resources. 
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STEP 2: How TO MAP THE INTELLECTUAL 
CAPITAL AND ASSESS ITS STRATEGIC 
IMPORTANCE 

A value creation map is a visual representation of an organi- 
zation’s unique strategy at a specific point in time. This 
means it has a limited life span and, as a consequence, must 
be revised regularly (usually annually). Every value creation 
map is unique to the current strategy of an organization, and 
no two value creation maps should be the same. 

This visual representation has two primary functions— 
to ensure that the strategy with all its intellectual capital 
value drivers is integrated and coherent, and to enable easy 
communication of the strategy and the role and importance 
of intellectual capital in delivering the strategy. 


STEP 3: H 
CAPITAL 
After identifying and mapping the intellectual capital value 
drivers, organizations can start measuring them. 

The aim of performance measures should be to provide 
meaningful information that helps reduce uncertainty 
about intellectual capital and enable learning. Measures 
ought to help managers and stakeholders make better- 


tow TO MEASURE INTELLECTUAL 





informed decisions that enable performance improvements. 
An excellent way of ensuring that an indicator is worth 
measuring is to establish the question(s) the indicators will 
help to answer. So-called key performance questions 
(KPQs) are designed to identify what it is managers want to 
know about the various intellectual capital value drivers. 
KPQs make sure any measure has a purpose and a clear 
aim. If there is no question that needs to be answered, 
there should not be a need to measure anything. For both 
existing or newly developed methods, it is important to 
assess whether it is possible to collect meaningful data and 
whether the data will help answer your questions. It is also 
important to assess whether the data warrant the costs and 
effort of measurement, which can be significant. If no 
meaningful data can be collected, or if the data are not real- 


ly helping you answer the KPQ, or if the costs are not justi- 


fied, then it is necessary to rethink and design different 
indicators. 

A model using key performance questions and key perform- 
ance indicators is described in detail in the guideline. 


STEP 4: HOW TO MANAGE THE INTELLECTUAL 
CAPITAL IN YOUR ORGANIZATION 


Once intellectual capital is measured, it can be managed. 
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With relevant assessments, it is possible to understand cur- 
rent performance levels, to know whether intellectual capi- 
tal has improved or deteriorated and to understand 
whether any activities and initiatives have affected perform- 
ance. This information can be used to inform decision 
making, to test and review strategy, and to manage risks 
associated with intellectual capital. 

To create effective feedback and learning from intellectu- 
al capital information, organizations need to regularly 
review performance. These reviews should take place 
monthly, and should be used to discuss the performance of 
the key value drivers that should lead to learning and deci- 
sion making. Guiding principles for creating formative per- 
formance review meetings in organizations—to ensure that 
intellectual capital indicators are used to improve learning 
and, ultimately, performance—are included in the guideline. 

The strategic assumptions expressed in the value cre- 
ation maps are principally just that—assumptions. 
However, maps that are developed correctly, with the par- 
ticipation and involvement of as many key people as possi- 
ble, usually reflect reality extremely well. Nevertheless, 

. many organizations want to test their assumptions and col- 
lect evidence of their correctness. The performance data 
derived from the per- 
formance indicators 
can be used for that 
purpose, and the 
value creation map, 
or parts of it, can be 
verified. 

Mapping and veri- 
fying how intangible 
value drivers affect 
firm performance are powerful, and can support reviews of 
the strategy. The absence of vital intellectual capital compo- 
nents can lead to purchasing, licensing-in, or merger and 
acquisition decisions. If an organization possesses intellectu- 
al capital that is irrelevant to the current value proposition, 
this could be sold or licensed out. 

After identifying critical intellectual capital value drivers, 
organizations must manage any related potential risks. 


STEP 5: HOW TO REPORT INTELLECTUAL 
CAPITAL 

The objective of reporting intellectual capital is to provide 
information about the intellectual capital of an organization 
to its stakeholders. Traditional financial reporting cannot 
explain the value of intellectual capital. Various initiatives 
have been created to address the limitations of traditional 
financial reporting in disclosing information on intellectual 
capital, but no standard has yet been agreed upon. Even so, 
many organizations have produced voluntary reports and 
discovered clear benefits, including improved understand- 


Performance information can be used to 
inform decision making, to test and review 
strategy, and to manage risks associated with 
intellectual capital. 


ing of the strategy by its stakeholders, as well as improved 
image and reputation. 

Elements of good intellectual capital reports include: 

m A brief introduction (one page or less) outlining the 
strategic context and the key strategic challenges the organ- 
ization will be facing. This part of the report should set the 
scene by describing the anticipated changes in the external 
and internal context and its strategic implications. 

m A narrative description (about two pages) of the 
strategy and visual representation of the organizational 
value creation map. 

m Descriptions of each of the intellectual capital value 
drivers, where possible data and performance indicators 
should be used to clarify the objectives and targets. A brief 
description of the key activities that are planned to help 
achieve the objectives should be provided. Each description 
should be at least half a page and no more than a full page. 

The drawback with these voluntary reports is that the 
content varies widely in terms of what is reported and 
measured. This in turn makes it difficult to compare organ- 
izations, which is one of the objectives and deliverables of 
traditional financial reporting. It could, therefore, be argued 
that these reports are not very useful. However, the value of 
; intellectual capital 
can only be under- 
stood in the context 
of an organization's 
unique strategy. 

Also, to be relevant 
and meaningful, 
many indicators of 
intellectual capital 
will be specific to 
organizations or sectors. This is why these reports need to 
include different indicators to reflect the unique nature of 
the strategy and associated intellectual capital. However, 
this doesn’t mean that there will never be more widely 
accepted indicators for intellectual capital that are appro- 
priate across entire industries and facilitate some kind of 
comparison. ~ 





Bernard Marr is chief executive and director of research of the 
U.K.-based Advanced Performance Institute. His e-mail address 
is bernard.marr@ap-institute.com. 
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The Taxpayer Advocacy Panel: 





Here's another way CPAs can serve the taxpaying 
public at the grass-roots level. 


by Paul Shoemaker 


emember how you used to obtain an income tax return fil- 
ing extension? You could file Form 4868 to receive another 
four months, and if that wasn’t enough, you could eke out 
another 60 days by filing Form 2688. Now, taxpayers may receive 
a six-month extension for individual returns by filing Form 4868. 


Form 2688 is no more. 


What happened? The IRS acknowledged 
that one request for the full period was a 
reasonable measure of taxpayer relief. Of 
course, it didn’t make that decision in a 
vacuum. The Service heard taxpayers 
through the intercession of its own duly 
appointed volunteer liaison. That body is 
the Taxpayer Advocacy Panel, and the six- 
month automatic filing extension is only 
one of its many success stories. 

Another instance occurred in Hurricane 
Katrina’ deadly wake. Many taxpayers lost 
their homes, businesses and possessions, in- 
cluding all their tax records and old returns. 


How did they begin to reconstruct infor- 
mation they needed not just to file their tax 
returns but even to calculate the magnitude 
of their losses? They could turn to Publi- 
cation 2194, the Disaster Losses Kit, a col- 
lection of five IRS publications and 
schedules related to casualties, disasters and 
thefts (Publication 2194B for businesses). 
But among the many lessons learned from 
Katrina was that the kit could be improved 
by being expanded and consolidating in it 
information about the tax implications of 
presidentially declared disasters. The TAP's 
recommendations in this regard improved 


the kit in preparation for the next hurricane, 
earthquake or other calamity. 

Not that the TAP acts only in emer- 
gencies. Throughout the year, in issues 
great and small, it provides citizen input 
to the IRS regarding its service and cus- 
tomer satisfaction. 


AN OPPORTUNITY TO SERVE 
The TAP provides an alternative venue for 
CPAs to serve their clients. Familiarity with 
tax laws, forms, IRS publications, and tax- 
payer concerns makes CPAs ideal candi- 
dates to recommend improvements for 
taxpayer issues and to participate in focus 
groups. But membership in the TAP is not 
limited to tax professionals. It is broadly 
representative of a wide range of citizen 
volunteers who simply share a desire to 
serve publicly in a practical way, to help 
improve IRS services. 


MorE SUCCESS STORIES 

Besides six-month automatic extensions 
and improvements to the Disaster Losses 
Kit, the TAP has made many other suc- 
cessful recommendations to the IRS: 

Small business reporting made easier. 
Until recently, Schedule C-EZ could be 
used by self-employed individuals whose 
maximum business expense deductions 
totaled no more than $2,500. The TAP rec- 
ommended and the IRS agreed that this 
amount should be increased to $5,000. 
The higher limit enabled approximately 
500,000 additional taxpayers to file the 
simplified income reporting form and re- 
duced the aggregate tax preparation bur- 
den for taxpayers and staff by more than 
5 million hours. 

Helping older Americans understand 
tax issues. The IRS distributes a guide in- 
tended to address the issues of older Amer- 
icans and their taxes (Publication 554). The 
TAP submitted suggestions for ways to im- 
prove this guide so that it is easier to read 
and more useful to the taxpayer. The IRS 
has agreed to enlarge the size of the type 
font used in the various tables and footnotes 
throughout the guide as well as print it on 
brighter paper to improve its readability. 

Third-party designee. Upon IRS inquiry, 
taxpayers generally prefer the IRS to discuss 
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their tax returns with the paid preparer who 
completed them. However, in the past this 
could not be done without the taxpayer 
formally granting power of attorney to the 
preparer. The TAP suggested that limited 
power of attorney be granted upon filing the 
tax return by completing the third-party 
designee information directly above the sig- 
nature lines on Form 1040. This is a rea- 
sonable alternative that removes the burden 
of completing and filing Form 2848. 


AN OPEN FORUM 

Even when laws or technical difficulties 
prevent individual relief, the TAP provides 
a forum where taxpayer problems can be 
brought to light and possible solutions 
explored. 

Imagine preparing your tax return and 
transposing two digits of your bank ac- 
count number while entering the infor- 
mation for a direct deposit of your refund. 
After waiting several weeks, you check with 
the bank, but no deposit has been made to 
your account. After several more weeks you 
inquire with the IRS and are told your re- 
fund has been deposited to the account in- 
dicated on your tax return. Upon closer 
examination, you discover the error on 
your tax return. You inquire with the bank 
and are told that the erroneous account 
number is a valid account in the bank. 
However, because of privacy laws, the bank 
cannot divulge the account owner's name 
but does tell you that the account has re- 
cently been closed. This true story involved 
nearly $3,500. The TAP considered possi- 
ble solutions including verifying accounts 


before making direct deposits. Although 
such a process hasn’t yet been found to be 
feasible, at least the IRS is aware of the real 
possibility of such an error. 


To LISTEN AND RECOMMEND 
The TAP was created in 2002 as an inde- 
pendent advisory group pursuant to the 
Federal Advisory Committee Act of 1972. 
Its mission is to listen to taxpayers, identi- 
fy taxpayers’ issues and make recommen- 
dations for improving IRS service and 
customer satisfaction. 

The TAP does not act on behalf of in- 
dividual taxpayers or make recommenda- 
tions that require legislative action. Rather, 
it solicits grass-roots issues from taxpayers 
and formulates recommendations to re- 
duce taxpayer burdens and improve IRS 
services to taxpayers on a systemic level. It 
provides listening opportunities for inde- 
pendent taxpayer comments and sugges- 
tions regarding IRS service and customer 
satisfaction. Each identified tax issue is re- 
searched (if necessary) and is reviewed by 
two committees. The issues with highest 
merit for substantive change are elevated 
to the IRS. The IRS may accept the rec- 
ommendations and implement corre- 
sponding changes or dismiss them. In any 
event, the IRS provides written responses 
for all elevated recommendations. 

The TAP is one arm of the National Tax- 
payer Advocate, currently Nina Olson, 
who is an IRS official but independent of 
IRS operations. She reports directly to the 
commissioner of the IRS and the Treasury 
secretary. 


EXECUTIVE SUMMARY 


The National Taxpayer Advocate also 
administers the Taxpayer Advocate Ser- 
vice (TAS), which includes Local Taxpay- 
er Advocates at the state level (at least one 
in each state). TAP activities are funded by 
the Taxpayer Advocate Service, which 
provides technical, administrative and 
clerical support. 


A DEMOGRAPHIC 
CROSS-SECTION 

There are currently 98 demographically 
diverse citizen volunteers on the TAP 
representing every state, the District of 
Columbia and Puerto Rico. Some members 
are CPAs or work in tax-related professions, 
but they generally reflect a cross-section of 
America. Factory workers, physicians, 
professors, entrepreneurs, social workers, 
military personnel, state government em- 
ployees and retirees from various occupa- 
tions are all represented on the panel. 

The TAP conducts its activities through 
two types of grass-roots committees, area 
committees and issue committees, and one 
oversight committee, the Joint Committee. 
The area committees are aligned with the 
seven Taxpayer Advocacy Service regions 
of the country and focus on issues raised 
by citizens in their communities. 

Seven issue committees partner with 
the IRS to focus on national initiatives or 
issues that cut across geographic bound- 
aries. They are: 

@ Tax Forms and Publications 

w Small Business/Self-Employed 

Burden Reduction 
mw Earned Income Tax Credit 


@@ The Taxpayer Advocacy 
Panel (TAP) of the IRS is anoth- 
er way CPAs can serve their 
clients and all taxpayers, by lis- 
tening to their concerns and 
recommending improvements to 
the Service. A 
@ Some of the many measures 
the TAP has championed and 

| seen adopted by the Service 
include the automatic six-month 
filing extension for income taxes 
and improvements to the Disaster 


Losses Kit of forms and publi- 
cations needed by victims of 
disasters. 

@ Although the TAP does not 
act on behalf of individual tax- 
payers and is limited to recom- 
mending changes that do not 
require legislative action, it can 
act as a conduit between taxpay- 
ers’ concerns and the IRS at a 
systemwide level. 

® The TAP is an arm of the 
National Taxpayer Advocate. Its 


activities are funded by the Taxpay- 
er Advocate Service. It is organ- 
ized into committees by issue or 
initiative, also a committee for each 
of seven national regions from 
which its members are drawn. 

® Membership is drawn from 
across the nation and Puerto 
Rico. Currently, 98 citizens serve 
as volunteers on the TAP, repre- 
senting a range of occupations. 
They include, but are not limited 
to, CPAs and other tax profes- 
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sionals. They serve three years 
and commit 300 to 500 volunteer 
hours per year, including attend- 
ing meetings and conducting ~ 
grass-roots outreach to taxpayers. 


Paul Shoemaker, CPA, Ph.D., is 
director of the School of Accoun- 
tancy at the University of Nebras- 
ka-Lincoln and a member of the 
Taxpayer Advocacy Panel. His 
e-mail address is 

pshoemaker? @unl.edu. 
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m Notice Improvement 

m Taxpayer Assistance Centers 

m Volunteer Income Tax Assistance 

(VITA) 

= Communications 

The Joint Committee is the TAP’ ex- 
ecutive branch. Members of this commit- 
tee are the TAP chair and vice chair, the 
area and issue committee chairs and the 
TAP director, a TAS employee. The Joint 
Committee considers issues elevated by 
the area and issue committees and decides 
which issues to elevate to the IRS for for- 
mal consideration. In the five years from 
the TAP’ inception through Dec. 31, 2007, 
the Joint Committee elevated 305 recom- 
mendations to the IRS, including 57 new 
recommendations during 2007. The IRS 
may accept, partially accept, or reject the 
recommendations. For the 2007 Annual 
Report, including recommendations and 
their disposition or status, see Www. 
improveirs.org/annualreports/2007 
AnnualReport.pdf. 


EXPECTATIONS OF PANEL 
MEMBERS 

TAP members have three-year terms and 
a commitment to volunteer 300 to 500 
hours per year. Service includes monthly 
one-hour conference calls for each com- 
mittee affiliation, with additional calls for 
subcommittees; one annual, two-day, face- 
to-face meeting for each committee; a four- 
day annual meeting of all TAP members; 
and individual outreach. 

Each member is assigned to an area com- 
mittee based on residence and to an issue 
committee. Issue committee assignments are 
made according to member interests as 
much as possible. The committees serve as 
venues to bring general taxpayer issues (area 
committees) and topical issues (issue com- 
mittees) to the table for discussion. Issues are 
researched, sorted and prioritized before de- 
ciding which to elevate to the Joint Com- 
mittee. The face-to-face meetings allow for 
focused and concentrated work on issues. 

All TAP members are expected to con- 
tribute to the panels central mission 
through outreach. Each member sets a per- 
sonal agenda to spread the word about the 
TAP and listen to taxpayer concerns. This 





can be done by speaking to church groups, 
Rotary clubs, other civic groups and town 
hall meetings; partnering with Local Tax- 
payer Advocates at meetings; or talking 
one-on-one with individuals. These con- 
tacts generate the issues that begin the 
recommendation cycle for improvements 
to IRS service and customer satisfaction. 


WHO May SERVE? 

Though panel members are from all walks 
of life, many current members are CPAs 
and/or work in tax-related fields. There are 
also quite a few older/retiree members. To 
be eligible for service, a volunteer must be 
a U.S. citizen, be current with all federal tax 
obligations and not have a criminal back- 
ground. The annual recruitment period is 
during March and April. Interested indi- 
viduals may visit the TAP Web site to apply 
(www.improveirs.org) during this period. 


GIVING BACK 

Serving on the TAP is one way to repre- 
sent your community in a national forum. 
You don’t have to be a member of the TAP 
to start a recommendation, however. If you 
would like to contact the TAP to make a 
tax issue or concern known, you have sev- 
eral points of contact. You may go to the 
TAP Web site (www.improveirs.org) and 
type an entry. Look for the “comments and 
suggestions” link on the home page. You 
also may call the TAP at 888-912-1227. Al- 
ternatively, you may contact the TAP rep- 
resentative in your area. A roster of TAP 
members and their geographic areas is list- 
ed on the TAP Web site. “~ 


AICPA RESOURCES 


AICPA Tax Membership Section _ 

Tools, technologies and peer interaction for 
CPAs with tax practices. The Section — 
_ keeps members up to date on tax legisla- ea 
tive and regulatory developments. Visit the * 
AICPA Tax Center at http: fax. aiepa.org. 
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The study shows: 


e CPA financial planning practices are growing faster 
than the broader financial planning industry 








e What the most successful firms are doing to stand 
out from other firms Study Pricing 

© How to enter this lucrative niche practice area PFP SectionMember $76 
(20% discount off the 

Members of the PFP Section have access to Web seminars AICPA Member price) 

that demonstrate how to put the study results into action. AICPA Member $95 

Visit aicpa.org/PFP to view an executive summary of the study and Non-AICPA Member $195 

learn more about the valuable benefits of PFP Section membership. on 
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of ate STRE GTHEN CLIENT RELATIONSHIPS WITH 
oe _ EXPANDED OFFERINGS IN FINANCIAL SERVICES 

ee ] AND INSURANCE. As a financial professional, you understand 

- the importance of a 360° approach to your clients’ financial well-being. 

Now you can provide that approach while maintaining your independence 
and the integrity of the CPA-client relationship. Guardian’s Accountants 
Resource® gives you access to experts with the knowledge and resources 
that let you expand your business, and more importantly, your role as 
trusted advisor. ACCOUNTANTSRESOURCE.ORG 





GUARDIAN’ 


LIFE INSURANCE ¢ DISABILITY INCOME INSURANCE * LONG TERM CARE INSURANCE © INVESTMENTS © EMPLOYEE BENEFITS 





© 2008. individual disabity income and iong term care insuranice underwritten and issued by Berkshire Life Insurance Company of America, Pittsfield, MA a wholly owned stock subsidiary of The Guardian Life Insurance Company of America, New York, 
NY. Products not available in ail states. Product provisions and features vary from state to state. Accountants Resource’ is a registered trademark of The Guardian Life Insurance Company of America. 

Investments are offered through Park Avenue Securities LLC (PAS), 7 Hanover Square, New York, NY 10004. PAS is an indirect wholly owned subsidiary of The Guardian Life Insurance Company of America, New York, NY. 
PAS, member FINRA, SIPC. 
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THE COMING CONVERGENCE 


The growing acceptance of International Financial 
Reporting Standards (IFRS) as a basis for U.S. financial 
reporting represents a fundamental change for the U.S. 


accounting profession. 


Developed by the American Institute of CPAs, in 
partnership with its marketing and technology subsidiary 
CPA2Biz, www.IFRS.com provides a comprehensive set of 
resources for accounting professionals, auditors, financial 
managers, audit committees and other users of financial 
statements. Through the Web site, financial professionals 
-can obtain up-to-date financial news and information, CPE 
and conference training, FAQs, articles and publications, and 


online video presentations. 
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GET READY FOR IFRS 


he growing acceptance of International Financial Reporting Standards (IFRS) as a basis for U.S. 
Pes reporting represents a fundamental change for the U.S. accounting profession. Today nearly 
100 countries require or allow the use of IFRS for the preparation of financial statements by publicly held 
companies. In the United States, the Securities and Exchange Commission (SEC) is considering taking 
steps to set a date to allow U.S. public companies to use IFRS, and perhaps make its adoption mandatory. 


The international standard-setting process began several decades ago as an effort by industrialized 
nations to create standards that could be used by developing and smaller nations unable to establish 
their own accounting standards. But as the business world became more global, regulators, investors, 
large companies and auditing firms began to realize the importance of having common standards in all 
areas of the financial reporting chain. 


WORLDWIDE MOMENTUM 


The globalization of business and finance has led more than 12,000 companies in almost a hundred 
countries to adopt IFRS. In 2005, the European Union (EU) began requiring companies incorporated in its 
member states whose securities are listed on an EU-regulated stock exchange to prepare their consolidated 
financial statements in accordance with IFRS’. Australia, New Zealand and Israel have essentially adopted 
IFRS as their national standards. Canada, which previously planned convergence with U.S. Generally 
Accepted Accounting Principles (GAAP), now plans to require IFRS for publicly accountable entities in 2011. 
The Accounting Standards Board of Japan (ASBJ) and the International Accounting Standards Board (IASB) . 

plan convergence by 2011. 


IFAC SURVEY 


With respect to the importance of convergence fo International Financial Reporting Standards 
for economic growth in their countries: 


¢ 55 percent of respondents said IFRS adoption was “very important” to economic growth 


In a survey conducted recently 
by the International Federation of 
Accountants (IFAC), a large majority 
of accounting leaders from around 





the world agreed that a single set of 


© 35 percent said “important” = 3 international standards is important 


¢ 9 percent “somewhat important” 


© | percent “not important” 





for economic growth. AICPA Chairman 
Randy Fletchall, CPA, and AICPA 
President and CEO Barry Melancon, 
CPA, were among those surveyed. Of 
the 143 leaders from 91 countries who 
responded, 90 percent reported that 

a single set of international financial 
reporting standards was “very 
important” or “important” for economic 
growth in their countries (http://www. 
ifac.org/globalsurvey). 





’ Most EU countries currently do not permit use of IFRS in financial statements of privately held companies. 
} 
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SEC LEADERSHIP IN INTERNATIONAL EFFORT 


The U.S. Securities and Exchange Commission has for many years been a strong leader in 
international efforts to develop a core set of accounting standards that could serve as a framework for 
financial reporting in cross-border offerings. It has repeatedly made the case that issuers wishing to 
raise capital in more than one country are faced with the increased compliance costs and inefficiencies 
pf preparing multiple sets of financial statements to comply with different jurisdictional accounting 
requirements. In 2000, the International Organization of Securities Commissions (IOSCO), in which the SEC 
plays a leading role, recommended that its members allow multinational issuers to use 30 “core” standards 
issued by the IASB’s predecessor body in cross-border offerings and listings. 


A few years later, the SEC announced its support of a memorandum of understanding — the 
Norwalk Agreement — between the Financial Accounting Standards Board (FASB) and the International 
Mccounting Standards Board. This agreement, concluded in Norwalk, Connecticut, established a joint 
commitment to develop compatible accounting standards that could be used for both domestic and 
cross-border financial reporting. In a subsequent memorandum of understanding, the FASB and the 
[ASB agreed that a common set of high quality, global standards remained their long-term strategic 
7 and established a plan to align the financial reporting of U.S. issuers under U.S. GAAP with that 


£ companies using IFRS. 


: Between 2005 and 2006, the number of foreign private issuers filing with the SEC using IFRS jumped 
trom a handful to 110, and the SEC expects the number to continue to increase. In February 2006, SEC 
Chairman Christopher Cox reaffirmed the SEC’s commitment to achieving one set of high quality, globally 
accepted accounting standards and opened the possibility that U.S. financial statements could be prepared 
using IFRS or U.S. GAAP. 


SEC TIMELINE 
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created inefficiencies. 
“roadmap.” 


2007 © 
November — SEC votes unanimously to accept from 
foreign private issuers (Pls) financial statements prepared 
in accordance with IFRS without reconciliation to GAAP. 


December — SEC issues Concept Release seeking input 
on allowing U.S. public companies to use IFRS when 
preparing financial statements. AS 
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In 2007, the SEC unanimously voted to allow foreign private issuers to file financial statements 
prepared in accordance with IFRS as issued by the IASB without reconciliation to GAAP. Of even greater 
importance was the SEC’s Concept Release seeking input on allowing U.S. public companies to use IFRS 
when preparing financial statements. Most recently, Chairman Cox announced that in 2008 the SEC staff 
will formally propose an updated “roadmap” that will include a schedule and appropriate milestones for 


continuing U.S. progress toward acceptance of IFRS. 


Another recent development also points toward an accelerated convergence timeline. The FASB and 
the IASB say they will update the Norwalk Agreement to lay out a plan for one set of accounting standards 
from which all major capital markets would be able to operate by 2013. The boards will work to resolve 


differences believed to have impeded IFRS adoption in the U.S. 


AICPA PARTICIPATION 


The AICPA was a charter member of the International Accounting Standards Committee (IASC), the 
IASB’s predecessor organization. In the three decades since, the AICPA has worked to advance international 
convergence of accounting standards. Through its Accounting Standards Executive Committee (AcSEC), 
the AICPA provides thought leadership to the IASB on financial reporting topics. The Institute has made 
clear its support for giving U.S. issuers the option to prepare financial statements in accordance with IFRS as 
published by the IASB for purposes of complying with the rules and regulations of the SEC. 


Mindful of the importance of private companies and not-for-profit organizations, AICPA Council on 
May 18, 2008, voted to update Rule 203 of the Code of Professional Conduct to recognize the IASB as an 
international accounting standard setter. By removing a potential barrier, private companies and not-for 
profit organizations will have a clear option to decide if following IFRS makes sense for their situations 
and financial reporting constituents. 


The AICPA understands that it will need to fulfill a number of responsibilities to make the use of 


IFRS by public companies a success. Ongoing efforts include: 


¢ Continuing to educate AICPA members about IFRS. 


¢ Working with accounting educators, textbook authors, and educational institutions to 


prepare future professionals to use IFRS. 
¢ Making certain the voice of U.S. CPAs is heard internationally. 


¢ Incorporating questions about IFRS into the Uniform CPA Exam. 


Two SIDES OF THE STORY 


Growing interest in the global acceptance of a single set of robust accounting standards 
comes from all participants in the capital markets. Many multinational companies and national 
regulators and users support it because they believe that the use of common standards in the 
preparation of public company financial statements will make it easier to compare the financial 


results of reporting entities from different countries. They believe it will help investors understand 


opportunities better. Large public companies with subsidiaries in multiple jurisdictions would be 
able to use one accounting language company-wide and present their financial statements in the 
same language as their competitors. 


Another benefit some believe is that in a truly global economy, financial professionals 
including CPAs will be more mobile, and companies will more easily be able to respond to the 
human capital needs of their subsidiaries around the world. 


Nevertheless, many people also believe that U.S. GAAP is the gold standard, and something 
will be lost with full acceptance of IFRS. What’s more, it is unlikely that all U.S. issuers will 
voluntarily elect to use IFRS. According to a survey conducted in 2007 by Deloitte & Touche of 
companies ranging in annual revenue size from $100 million to $10 billion, only about 20 percent 
of CFOs say they would adopt IFRS if given a choice. U.S. issuers without significant customers or 
operations outside the United States may not have a market incentive to prepare IFRS financial 
statements. Other U.S. issuers may use their financial statements as the basis for filings with other 
regulators and authorities that may require U.S. GAAP. 


Another concern is that worldwide, many countries that claim to be converging to 
international standards may never get to 100 percent compliance. Most reserve the right to carve 
cut selectively or modify standards they do not consider in their national interest, an action that 
could lead to incomparability — the very issue that IFRS seek to address. 


GAAP ANp IERS, STILL DIFFERENCES 


Great strides have been made by the FASB and the IASB to converge the content of IFRS and U.S. 
GAAP. The goal is that by the time the SEC allows or mandates the use of IFRS for U.S. publicly traded 


companies, most or all of the key differences will have been resolved. 


Because of these ongoing convergence projects, the extent of the specific differences between 
IFRS and U.S. GAAP is shrinking. Yet significant differences do remain. For example: 


¢ IFRS does not permit Last In First Out (LIFO) as an inventory costing method. 


¢ IFRS uses a single-step method for impairment write-downs rather than the two-step 


method used in U.S. GAAP, making write-downs more likely. 
¢ IFRS has a different probability threshold and measurement objective for contingencies. 
+ IFRS does not permit curing debt covenant violations after year-end. 


- IFRS guidance regarding revenue recognition is less extensive than GAAP and contains 


) relatively little industry-specific instruction. 


| Perhaps the greatest difference between IFRS and U.S. GAAP is that IFRS provides much less overall 
detail. As an example, IFRS fit into one book, about two inches thick, while the three FASB paperbacks 
of pronouncements plus the paperback version of the FASB Emerging Issues Task Force consensuses 


measure about nine inches thick, and that doesn’t include all of the authoritative literature. An 
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Wuart CPAS NEED To KNow 


The increasing acceptance of IFRS, both in the United States and around the world, means that now 
is the time to become knowledgeable about these changes. Most CPAs will somehow be affected. Once a 
critical mass of non-U.S. companies in a certain industry sector begin to report their financial results using 
IFRS, there will likely be pressure for U.S. issuers to do the same, to allow investors to better compare their 
financial results. But this issue will have an impact far beyond just financial reports. It will affect almost 
every aspect of a U.S. company’s operations, everything from its information technology systems, to its tax 


reporting requirements, to the way it tracks stock-based compensation. 


For the CPA profession, the use of IFRS by U.S. publicly held companies will create the need for effective 
training and education. Companies will use IFRS only if they and their auditors have been thoroughly 
trained, and if their investors and other users of their financial statements — such as analysts and rating 
agencies — understand IFRS as well. At the moment, most accountants in the United States are trained 
in U.S. GAAP, not IFRS. Most specialists, such as actuaries and valuation experts, who are engaged by 
management to assist in measuring certain assets and liabilities also are not taught IFRS. Consequently, all 
parties will need to undertake comprehensive training. Professional associations and industry groups will 
need to integrate IFRS into their training materials, publications, testing and certification programs. Colleges 
and universities will need to include IFRS in their curricula. If IFRS is accepted — and many think this is 
inevitable — as GAAP in the United States, it will be included in the Uniform CPA Examination. 


The bottom line is that CPAs need to begin to prepare for the day in the not-so-distant future when the 
SEC could designate a date for voluntary, or even mandatory, adoption of IFRS by all U.S. public companies. 


IFRS Conversion: Not Just an Accounting Exercise 
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Source: Ernst & Young. Reprinted with permission. 


APPENDIX 


TIMELINE FOR IFRS ACCEPTANCE IN THE UNITED STATES 





2001: The International Accounting Standards Board (IASB) is established as the successor organization 
to the International Accounting Standards Committee (IASC), formed in 1973. The IASB’s mandate is 
to develop International Financial Reporting Standards (IFRS). 


2002: The IASB and the Financial Accounting Standards Board (FASB) issue the Norwalk Agreement, 
) acknowledging their joint commitment to developing high quality, compatible accounting 
standards that could be used for both domestic and cross-border financial reporting. Also, the 
European Union (EU) announces that its member states will require IFRS in the preparation of 
consolidated financial statements of listed companies beginning in 2005. 


005: The chief accountant of the Securities and Exchange Commission (SEC) releases a roadmap 


allowing IFRS filings without GAAP reconciliation for foreign firms by 2009, or earlier. 
2006: The IASB and the FASB agree to work on a number of major projects. 


| 907: The SEC announces that it will accept from foreign filers in the U.S. financial statements prepared 
in accordance with IFRS, as issued by the IASB, without reconciliation to U.S. GAAP. Also, the SEC 
issues a Concept Release asking if U.S. public companies should be given an option to follow IFRS 
instead of U.S. GAAP. 


12008: The SEC staff is expected to formally propose an updated roadmap for moving U.S. public 
companies to IFRS. The AICPA’s governing Council amends rules 202 and 203 of the Code of 
Professional Conduct to recognize the IASB as an international accounting standard setter, thereby 
giving U.S. private companies and not-for-profit organizations a choice to follow IFRS. Also, the FASB 
and the IASB update the Norwalk Agreement with the goal of accelerating convergence. 


12009: The IASB will end its moratorium, set in 2005, on the required application of new accounting 
standards and major amendments to existing standards. The board had frozen its rules while more 
countries adopted IFRS. 


2011: Canadian and Indian companies are slated to begin using the global standards, and Japan is slated 
to have eliminated all major differences between Japanese GAAP and IFRS. In the United States, 
questions concerning IFRS are expected to be included in the Uniform CPA Exam. 





2013: The earliest year projected by accounting firms for mandating that large U.S. public companies 
convert their financials to IFRS. Year that the updated Norwalk Agreement expects all major capital 
markets to operate from one set of accounting standards. 
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2008: ¢ 
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The AICPA’s governing Council 


amends Code of Professional | 

Conduct to recognize IASB as 
an international accounting 

standard setter. 


2009: 


2007: 

The SEC announces foreign filers 
in the U.S. can file IFRS without 
reconciliation to U.S. GAAP. 
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The IASB and the FASB agree fo 
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The IASB will end moratorium 
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accounting standards and major 
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| 2011: 

Canadian, Indian and 
Japanese companies 
are slated to begin 
using IFRS. 


DRGANIZATIONS INVOLVED 


In April 2001, the International Accounting Standards Board (IASB), an independent accounting 
standard-setter based in London, assumed accounting standard-setting responsibilities from its 
predecessor body, the International Accounting Standards Committee. The IASB is responsible for 
international Financial Reporting Standards (IFRS). 


The Securities and Exchange Commission (SEC), created in 1934 by an Act of Congress, is the U.S. 
zovernment agency with primary responsibility for enforcing the federal securities laws and regulating 
the securities industry and the U.S. stock market. For the past three decades it has become increasingly 


7ocal in its support of a single set of robust accounting standards that would be used worldwide. 


The American Institute of Certified Public Accountants (AICPA), with approximately 340,000 
members, is the national professional organization for certified public accountants in the United States. 
Well before IFRS began to gain traction in the U.S. business and regulatory communities, the AICPA was 
publicly supporting the goal of a single set of high quality, global accounting standards to be used in 
the financial reporting of public companies throughout the world. 


The Financial Accounting Standards Board (FASB) is working with the IASB to converge their respective 
accounting standards into a robust set of rules that will meet the needs of preparers and users worldwide. 


The AICPA’s Accounting Standards Executive Committee (AcSEC) is the senior technical committee 
pf the AICPA authorized to speak on accounting matters. It provides accounting guidance to help financial 


professionals discharge their duties and serve the public interest. 


FoR MORE INFORMATION: 


American Institute of CPAs www.aicpa.org 

Financial Accounting Standards Board www .fasb.org 

International Federation of Accountants www.ifac.org 

International Financial Reporting Standards www.ifrs.com 

International Organization of Securities Commissions www.i0sco.org 

Securities and Exchange Commission WWW.SEC.g0V 

SEC roadmap www.sec.gov/spotlight/ifrsroadmap.htm 





eae = re ERE TE eR RS RE 
. eer = OB a 5 7 TRIES TR TE < WE TE IE}; yy 2 FER a 


fopyright © 2008, American Institute of Certified Public Accountants. New York, NY 10036-8775. 


\ll rights reserved. Any reprinting, copying or reuse of this document in whole or in part without the express written permission 

rom the AICPA is strictly prohibited. Requests for permission to copy, reprint, republish or reuse all or any part of this work should 

se directed to Manager-Rights and Permissions, AICPA, 220 Leigh Farm Road, Durham, NC 27707. Direct inquiries to 919-402-4031. 

All 


AICPA} ae 


American Institute of Certified Public Accountants | 
SAB mem Ulema ied erat ae: 
New York, NY 10036-8775 ercaae, 





www.aicpa.org 
www.ifrs.com 








i 





fae 
Pei 
Faisal 


A 





ISO Certified 


Personal Financial Planning 
| “Sy : — —, | : 





















Join the AICPA PFP Section! 


Want to enhance your PFP services? 
Section members receive: 


= Access to Forefield Advisor ($399 value!) 


s Resources, templates and turnkey client 
tools tailored for CPA financial planners 


= Conferences, Web seminars and 
networking groups 


= A discount on the AICPA Moss Adams 
PFP Planning Practice Study 


Get a free Executive Summary on our website-aicpa.org/PFP 


Apply for the PFS Credential! 


Ready to differentiate yourself? 
_ Become a Personal Financial Specialist! 


= Enjoy complimentary membership in the PFP Section 
s Access targeted, customizable marketing tools 


w Listing in the Find-a-PFS referral database 







a alg ir : 


SiR 


BOO: L(y 


= Receive media training and participate 
in public relations activities 






__= Network with other thought leaders 


To learn more or join today: 


VISIT www.aicpa.org/PFP CALL 1-888-777-7077 E-MAIL PFPinfo@aicpa.org 
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TAX PRACTICE 
CORNER 


Is 2008 a Good Year to 
Elect Out of Installment 
Sale Accounting? 





The sale of investment real estate is often a large 
taxable transaction, frequently involving deferred 
payments. Installment sale accounting is 
automatic under IRC § 453, although taxpayers 
may elect out and recognize all of the income 
currently. 


Usually, taxpayers would rather defer income, but right 
now, it may make better sense to elect out of section 453 where 
(1) the installment note period is short, (2) adjusted gross 
income falls in the $200,000 to $300,000 range for taxpayers 
filing jointly, and (3) the taxpayer has a greater proportion of 
earned income than unearned income. Our multiyear spread- 
sheet demonstrating these effects, available with the online 
version of this article at www.journalofaccountancy.com, con- 
siders different filing statuses, numbers of exemptions, and lev- 
els of income and deductions, as well as different contracting 
items such as selling price, basis, down payment, length of 
note and interest rate. 


FORECASTING Is KEY 
Empty nesters Jim and Jean decide to finance their purchase 
of a vacation home by selling a piece of investment land 
they've owned for many years. The land sells for $500,000 
and has a $60,000 basis. Jim and Jean say that a deferred 
payment contract makes sense for them and for the prospec- 
tive buyers. But, they ask their CPA, how should they struc- 
ture the deal for tax purposes? In 2008, Jim and Jean also 
have $25,000 of qualified dividend income and $225,000 in 
earned income. In addition: 
m Unrelated mortgage interest is $20,000; state and local 
taxes are $17,000. 
@ The buyer will provide a 20% down payment and a 6% 
note for the balance when the sale closes on Nov. 1, 2008. 
@ Inflation, affecting nonsale income, state and local taxes 
and tax bracket creep, is expected to be 2.5% annually. 
With this information, Jim and Jean’s CPA forecasts their 
after-tax cash flows over the term of the note. As with many 
tax-related decisions in 2008, the results depend on what Con- 
gress decides to do about the alternative minimum tax (AMT) 


and the extension of current tax law beyond 2010, including 
personal exemption and Pease limitation (itemized deduction) 
phaseouts, as well as rates for qualified dividends, capital gains 
and ordinary income tax. Although there is plenty of talk about 
completely revamping the AMT, we assume that Congress will 
continue to inflation-adjust the AMT exemption and extend 
the current preferential rates for dividends and capital gains 
but not for ordinary income. You can enter alternative assump- 
tions in the downloadable workbook. 


DIFFERENT SCENARIOS AND ASSUMPTIONS 
Exhibit 1 shows that after-tax returns from electing out of the 
installment sale method decrease as the length of the note 
increases from two to 10 years. A closer look shows that the 
savings result primarily from the mechanics of the phaseouts of 
personal exemptions and Pease limitations on itemized deduc- 
tions and AMT exemptions, combined with lower ordinary 
income tax rates in 2008 and 2009. If Jim and Jean do not 
elect out of section 453, income is deferred to later years, and 
the couple receives less benefit in those years because (1) 
exemptions phase out, (2) itemized deductions face limitations 
and (3) regular tax rates are scheduled to increase after 2010 
under current law. 


Exhibit i Note Length 








Notice that the double-digit rates of return do not occur 
without pain. Jim and Jean are forced to pay additional tax in 
2008 of more than $55,000 in each situation shown in Exhibit 
1. However, they received a 20% down payment on the sale of 
the investment property, producing $100,000 in cash in the 
first year—more than enough to “invest” some of the proceeds 
with Uncle Sam. 


Exhibit 2 starts with the assumption that Jim and Jean 
receive a five-year note on the sale of the property. To show the 
relative effects of AGI on tax savings from electing out of section 
453, we compare them with two other couples, one with 
$125,000 of AGI and the other with $375,000 of AGI. In each 
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case, 10% of AGI is qualified dividend and capital gain income, 
and the remainder is salary income. We see that savings from 
electing out of section 453 are the greatest for Jim and Jean (that 
is, when AGI is 
$250,000). This 
result occurs 
because taxpay- 
ers with lower 
incomes are gen- 
erally less likely 
to pay the AMT, and taxpayers with higher incomes are more 
likely to have phased out their exemptions and limited their 
itemized deductions due to non-installment-sale income. 


Exhibit 3 shows the effects of varying the composition of 
earned and unearned income for the base assumption that Jim 
and Jean have $250,000 of AGI. The exhibit shows that the 





10.94% 
$57.766 


10.09% 
$58,207 


After-tax return 
Upfront tax cost 


7.04% © 
54,359 


The taxpayers received a 20% down payment on the sale of the 
investment property, producing $100,000 in cash in the first year— 
more than enough to‘‘invest”’ some of the proceeds with Uncle Sam. 





savings from electing out of section 453 are greater when 
earned income is equal to or greater than unearned income. 
However, increasing the unearned proportion of AGI over 
60% to 65% 
decreases that 
benefit, and 
increasing it to 
80% or above 
negates it. 

Most in- 
vestors would love to loan the U.S. government money at 
after-tax rates of return of 10% or greater. Electing out of sec- 
tion 453 installment sale accounting in 2008 appears to pro- 
vide some taxpayers with this opportunity. 


>, 
~ 


By Douglas G. Chene, CPA, Ph.D., Jeffrey D. Gramlich, CPA, 
Ph.D., and John J. Sanders, CPA. Chene is assistant professor of 
accounting at the University of Southern Maine in Portland, 
Maine. His e-mail address is dchene@usm.maine.edu. Gramlich is 
LL. Bean/Lee Surace Endowed Chair and professor of accounting 
at the University of Southern Maine. His e-mail address is 
gramlich@maine.edu. Sanders is associate professor of accounting 
at the University of Southern Maine. His e-mail address is 


jsanders@usm.maine.edu. 
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: What do you hope to accomplish through your new 


ei as the lead seminar instructor for New Clients Inc.? 


TROY: One thing that I’ve always enjoyed is seeing the successes 
of some of the other CPAs I’ve spoken with over time after maybe 
they’ve gone through the NCI program, or answering questions for 
them or helping them out along the way. And I see [teaching the 
NCI seminar] as a further enhancement of that. If 1 have one . 
passion, and I have muitiple passions but one thing that really 
catches my eye is I do like to help people and I love to see them 
accomplish certain feats, I think this is one way to do that and really 

get hands on with these people. Really share my experiences and 
tepeel my experiences can n become their knowledge. 


a As the lead seminar instructor, how do you see your 
__ experience with building and selling your practice helping future 
NCI oe 


Paid Advertising 


TNcIp Six Million Dollar Man 


I: 1996 Troy Patton a CPA from Indianapolis, Indiana decided he wanted to pursue the American dream and own his own 


we New Clients, Inc. 
: Powering Your Growth 


Will Teach You How To Grow Your Firm 
As NCI’s New Marketing Instructor 


business with little money and plenty of aspiration he started his practice in 1996. After one year and only $28,000 in billings he 

knew he needed help, that’s when he saw our ad for New Clients, Inc. He began by attending the plan I practice development 
seminar (which he now teaches). He then went on to build a six million dollar, eleven office operation with 80 employees. One of 
the ways he was able to grow so successfully is that he used the NCI marketing program to bring clients in and then he cross-sold 
financial eee services to those clients. Here are some excerpts from a recent interview with him: 


TROY: No one goes through life or business making no mistakes so, 
what I want to do is use that knowledge I gained from not only | 
building my practice, and then ultimately selling my practice, to 
share those problems that we had as well as the successes, so that 
way we can get people passed that learning curve a little bit quicker. 


xe. You have extensive experience, with NCI, our company, our 
programs, our CEO Bruce Clark, can you sum up your feelings about — 
our company and what we offer? 


TROY: As I’ve said before and I’m not afraid to say it, I really think 
the NCI [organization] is a class act. [The program] definitely works, 
I mean if you follow the structure, and the way that you guys teach 
it, it works. Not just for building my practice then, but really some 
life lessons, some business lessons that J think were well founded at 
the NCI seminars that I learned then and that I still use and 
accomplish today. 


Call 1-888-New Clients (1-888-639-2543) for more information. 
newclientsinc.com/joa 
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CASUALTY/THEFT LOSS 


WORLDCOM SHAREHOLDER’S 
LOSS NOT THEFT 

Criminal conviction of corporate officers 
for misconduct is not enough to allow 
shareholders to claim a theft loss, the Tax 
Court ruled. 

In cases where a shareholders stock 
becomes worthless due to corporate theft, 
it would generally be advantageous to treat 
relatively small losses as capital losses (due 
to the 10% of AGI floor for theft losses) 
and larger losses as casualty/theft losses, 
because a casualty/theft loss is a deduction 
against ordinary income and recouped 

_ more quickly. 

A WorldCom Group employee, Mehdi 
Taghadoss, purchased stock and exercised 
options through an independent 401(k) 
and employee stock purchase plan. After 
WorldCom's top officials were charged 
with fraud, the firm filed for bankruptcy in 
July 2002. (Ex-CEO Bernard Ebbers was 
convicted of fraud and sentenced to 25 
years in prison in July 2005.) A reorgani- 
zation plan approved in October 2003 
provided, inter alia, that Taghadoss’ inter- 
ests would be canceled when WorldCom 
emerged from bankruptcy. Taghadoss filed 
his 2003 tax return claiming a casualty or 
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theft loss of $1,344,863, then received a 
statement valuing his 31,083 shares at 
$677. WorldCom emerged from bank- 
ruptcy in April 2004. The IRS disallowed 
the loss for 2003, and Taghadoss sued. 

For a casualty loss, the Tax Court noted 
that Taghadoss did not suffer physical 
damage to his property, as required in 
Furer v. Commissioner (TC Memo 1993- 
165, affd without opinion, 74 AFTR2d 
94-6019 (9th Cir. 1994)). In assessing a 
theft loss, the court relied on cases defin- 
ing theft consistently with laws of the tax- 
payers state of residence. In Virginia, 
where Taghadoss lived, theft requires an 
intention to permanently deprive another 
of his or her property. Thus, WorldCom 
officials’ filing of false statements with the 
SEC was not theft, the court held. 
Taghadoss bought the securities through 
independent plans and brokers, none of 
whom were alleged to have stolen from 
Taghadoss. The court discounted several 
internal WorldCom memos stating “that 
everything is fine,” because Taghadoss did 
not show a direct causal connection between 
the memos and his stock purchases. 

The court also dismissed Taghadoss’ 
argument that he could claim a theft loss 
as a shareholder for a theft against the cor- 
poration, stating that this would be 





allowed only if the corporation were a 
device to defraud its investors. 

Further, since Taghadoss’ holdings 
were not worthless in 2003, no loss was 
allowed for that tax year under section 
165(g) and Treas. Reg. § 1.165-5(f). The 
court found that Taghadoss had aban- 
doned his securities when they were can- 
celed in April 2004 without action on his 
part. Had this happened today, Treas. Reg. 
§ 1.165-5(i)(1), effective for securities 
abandoned after March 12, 2008, allows 
that they may be treated as if sold for zero 
dollars on the last day of the tax year. 

@ Mehdi Taghadoss v. Commissioner, TC 
Summary Opinion 2008-44 


By Valrie Chambers, CPA, Ph.D., associate 
professor of accounting, and Brian Elzweig, 
J.D., LL.M., assistant professor of business 
law, both of Texas A&M University—Corpus 
Christi. 


GIFTS AND ESTATES 


FLPs REVISITED 

The Tax Court ruled, contrary to the IRS's 
argument, that the step transaction doc- 
trine did not apply where gifts of interests 
in a family limited partnership (FLP) were 
made only six days after the funding of the 
partnership with stock. However, the 
court also partially denied the taxpayers’ 
discounts for lack of control and mar- 
ketability of those interests. 

FLPs are often used for estate tax plan- 
ning and reduction and asset protection. 
But they need to establish a significant non- 
tax reason for transfers of assets to them 
and operate in a businesslike manner (see 
“FLPs That Flop,” JofA, April 08, page 72). 

Thomas H. and Kim D.L. Holman 
transferred more than 70,000 shares of 
stock in Thomas’ then-employer, comput- 
er maker Dell Inc., to an FLP on Nov. 2, 
1999. On Nov. 8, 1999, they made gifts of 
FLP interests to an account established for 
the benefit of their minor children and 
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reduced the value of the interests by 
14.25% for minority interest and by 35% 
for lack of marketability. The gifting pro- 
gram continued through 2001. The part- 
nership could be dissolved only by writ- 
ten consent of all partners for the next 50 
years and allowed limited partners (the 
children) to withdraw or assign their inter- 
ests only by prior written consent of all 
partners. 

The IRS, citing the step transaction 
doctrine, treated the 1999 transaction as 
an indirect gift of the stock. It assessed 
deficiencies of more than $232,000 for the 
three years. The court, however, conclud- 
ed that even in the six days between the 
funding of the FLP and the gifts the assets 
were exposed to real economic risk from a 
potential market decline, because of the 
relative volatility of Dell shares. “We draw 
no bright lines,” the court said, although in 
a footnote, it added it might look less 
favorably on more stable assets, such as 
long-term government bonds or preferred 
stock. 

The taxpayers fared less well in argu- 
ing for valuation discounts for transfer 
restrictions. Under section 2703(a), a 
transfer restriction is disregarded for pur- 
poses of the gift tax unless it meets the 
three requirements of section 2703(b). 
The court found that the FLP did not meet 
the first two requirements because it was 
not a bona fide business arrangement and 
was designed to transfer assets within the 
family at less than full and adequate con- 
sideration. Consequently, the court said, it 
did not need to determine the third factor, 
whether the restrictions were comparable 
to those of a similar arrangement entered 
into by persons in an arm’-length transac- 
tion. 

The government abandoned its initial 
reliance on section 2704(b) to disregard 
liquidation restrictions and instead pro- 
vided its own, lower, discounts, which the 
court generally favored over the plaintiffs’. 
For lack of control, the court accepted 
both experts’ approach of comparing a 
basket of closed-end investment funds’ 
ratio of share price to pro rata net average 
value. For the three gift dates at issue, the 
court accepted discounts of 11.32%, 


14.34% and 4.63%, respectively. As for 
the lack-of-marketability discount, the 
court found the plaintiffs’ figure was little 
more than “a guess.” Under the terms of 
the partnership agreement, any would-be 
buyer would have to persuade all the part- 
ners to admit him or her as a substitute 
partner—a prospect so uncertain that the 
partnership interests might as well be 
incapable of being valued for that pur- 
pose, the court said. Still, the court accept- 
ed the governments figure of 12.5%, 
based on a comparison made by both 
experts to private placement discounts of 
stock subject to disposition restrictions of 
SEC Rule 144. 

@ Thomas H. Holman Jr. v. Commissioner, 
130 TC no. 12 


By Bob Jennings, CPA/CITP president of 
Jennings Advisory Group LLC, Clarksville, 
Ind. 


ACCOUNTING METHODS 


FULL CHARGE ON ALTERNATORS 
The Tax Court required an auto parts 
remanufacturer to include in income 
charges it normally waived in exchange for 
used parts from its customers. In so ruling, 
the court underscored that where a tax- 
payer's accounting method does not clear- 
ly reflect income, the government can 
require it to use a different method. 
Jeffrey, Bruce and Donald Bigler owned 
BBB Industries, an accrual-method S cor- 
poration that rebuilt alternators and 
starters. When the company sold a part, 


' the bill consisted of a unit price and a core 


price. The customer paid the unit price, 
plus (rarely) the core amount or (usually) 
traded for equivalent credit a used part, 
which BBB would then remanufacture. 
BBB reported as taxable income the unit 
price but not the core price, which it 
accounted for on its balance sheet as a lia- 
bility or deferred income, depending on 
when it was credited and the used part 
received. 

Under the accrual method, income is 
reported when all events have occurred 
that fix the right to receive the income, 
and its amount can be determined with 


reasonable accuracy (the “all-events” test). 
Generally, it is met on the earliest of the 
date payment is received, the date pay- 
ment becomes due, or the date economic 
performance takes place. The government 
used its authority under IRC § 446(b) to 
declare that BBB’s method of accounting 
under the all-events test did not clearly 
reflect income and that the core amount 
must be reported when and in the amount 
billed. It assessed deficiencies for 2002 on 
Jeffrey, Bruce and Donald Bigler’s returns of 
$236,286, $237,523 and $506,443, 
respectively. 

According to the court, the income 
accrued when the bills were sent, because 
the company had the right to collect the 
full amount. The fact that a future credit 
could be issued or that historically the 
company rarely collected cash for the core 
was immaterial. Nor was the court per- 
suaded by BBB’s arguments it should be 
allowed to deduct cores credited but not 
yet received, or that the core amount 
exceeded the cores’ fair market value. The 
court compared the case to others where 
allowances for merchandise returns or 
deposits for returnable containers have 
been held to be taxable income when 
billed. 

The government attempted to impose 
an accuracy-related penalty under section 
6662(a). The court found, however, that 
the taxpayers were not liable for it because 
they acted with reasonable cause and in 
good faith. It noted the Biglers had kept 
detailed records and followed GAAP and 
industry standards. 

i Jeffrey M. Bigler v. Commissioner, TC 
Memo 2008-133 


By Edward J. Schnee, CPA, Ph.D., Hugh 
Culverhouse Professor of Accountancy and 
director, MTA program, Culverhouse School 
of Accountancy, University of Alabama, 
Tuscaloosa. 


ACCOUNTING METHODS 


WHAT’S IN THEIR WALLET? 

The Tax Court rejected an attempt by 
credit card issuer Capital One to retroac- 
tively defer its recognition of income from 
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fees for late payments of card balances. 
Capital One sought to do so by taking 
advantage of a law change allowing such 
payments to be characterized as changes to 
original issue discount (OID). OID, the 
excess of an obligation’s stated redemption 
price at maturity over its issue price, gen- 
erally must be recognized as income or 
deducted by an issuer ratably over the life 
of the obligation. The government said the 
treatment might have been available to 
Capital One, but not without IRS consent 
to a change in accounting method, as 
required under section 446(e). The court 
agreed. 

From 1995 through 1999, Capital One 
recognized late fees as income at the time 
they were charged to the cardholders. In 
1997, the Taxpayer Relief Act (TRA) added 
IRC § 1272(a)(6)(C)Giii), which requires 
taxpayers to treat certain credit card 
_ receivables as creating or increasing OID 
on the pool of credit card loans related to 
the receivables. 

One of the taxpayers subsidiaries 
attached Form 3115, Application for 
Change in Accounting Method, to its 1998 
consolidated return, requesting a change 
in its method of accounting based on the 
provisions of section 1272(a)(6)(C)(iii). 
However, this form did not specify a 
change in accounting for late fees. The tax- 
payer continued to report late fees in cur- 
rent income in 1998 and 1999. In 2000, it 
began reporting late-fee income as an 
increase in OID. 

The IRS issued notices of deficiency for 
1997, 1998 and 1999. Capital One filed a 
petition with the Tax Court challenging 
the deficiencies. In an amended petition, it 
also sought to treat its late-fee income as an 
increase in OID in 1998 and 1999, which 
would reduce its taxable income by $425 
million for the two years. The court found 
that the taxpayer's application for a change 
in accounting method was not clearly 
indicative of the requested change. 

The taxpayer relied on a provision of 
the TRA that provided that a change in 
accounting method to comply with the act 
could be “treated as made with the consent 
of the Secretary of the Treasury.” The court, 
however, observed that this provision was 


not codified. Even if it had been, the court 
said, the taxpayer would still have been 
required to follow applicable procedures 
to implement even such a required change 
in method. The consent requirement, the 
court noted, is intended to maintain con- 
sistency in the tax accounting method 
used, promote administrative simplicity 
for the IRS, and avoid volatility stemming 
from changes in revenue recognition. 

The taxpayer also argued it was not 
dealing with a material item and thus not 
changing an accounting method. The 
court found, however, that the change did 
affect a material item, as defined by Treas. 
Reg. 8 1.446-1(e)(2)(i)(a). 

@ Capital One Financial Corp. and Sub- 
sidiaries v. Commissioner, 130 TC no. 11 


By Gerald P. Weinstein, CPA, Ph.D., pro- 
fessor and chair of accountancy, and Robert 
Bloom, Ph.D., professor and Wasmer Fellow 
in Accountancy, both of John Carroll 
University, University Heights, Ohio. 


INCOME AND DEDUCTIONS, 
DEPRECIATION 


LACK OF RECORDS EQUALS 


RECAPTURE 

The Tax Court held that a taxpayer had to 
recapture the majority of his prior-year 
section 179 deduction since he failed to 
show that the business use of his GMC 
Suburban remained above 50% in the fol- 
lowing tax year. His testimony of the busi- 
ness use of the vehicle, although consid- 
ered credible by the court, did not satisfy 
the substantiation requirements of section 
274(d) related to listed property. 

Code 8 179 permits taxpayers to 
immediately expense all or part of the cost 
of listed property (autos, computers, cell 
phones, video equipment, etc.) if the 
property is used more than 50% ina trade 
or business during the year it is placed in 
service. If, in a subsequent tax year, the 
business use of the property drops to 50% 
or less, some of the deduction must be 
recaptured. The recapture amount is the 
difference between the section 179 
amount deducted and the amount of dep- 
recation that would have been allowed 


under the Alternative Depreciation System 
(ADS) for the years when the business use 
exceeded 50%. The recapture potential 
ceases after the normal recovery period has 
elapsed—six years in the case of automo- 
biles. Section 274(d) requires taxpayers to 
maintain sufficient records and documen- 
tary.evidence to determine each element of 
an expenditure. The records must have the 
same reliability as a contemporaneous 
record. 

In 2002, Michael Birdsill, a California 
resident, started a broadcast engineering 
consulting business in which he drove his 
1998 GMC Suburban to radio towers to 
gather information. He deducted depreci- 
ation of $26,396 related to the use of the 
vehicle. In 2003, Birdsill also deducted 
$11,968 under section 179 on a 1993 
Ford F-250 pickup truck that he placed 
into service in that year, reporting 8,110 
miles of business and total use. He claimed 
no expenses on the Suburban in 2003 and 
reported a net loss of approximately 
$21,000 from his business. In 2006, the 
IRS sent Birdsill a deficiency notice for tax 
year 2003, claiming he was required to 
report $23,756 of depreciation recapture 
related to the Suburban—the difference 
between his 2002 section 179 deduction 
and the $2,640 (10% of $26,396) depre- 
ciation that would have been allowed 
under the ADS. Birdsill petitioned the Tax 
Court for relief. 

Birdsill testified that in 2003 he used 
the Ford for 75% of his total business 
miles and the Suburban for the other 25%, 
and that both vehicles were used more 
than 50% for business. These amounts 
were estimates by Birdsill, as he had not 
kept any records to support his business 
use of the Suburban in 2003. Since he had 
not satisfied the substantiation require- 
ments of section 274(d), the court held 
that Birdsill had not established that his 
business use of the Suburban continued to 
exceed 50% in 2003; thus he had to 
include the recapture amount in his 2003 
taxable income. The court also rejected 
Birdsills argument that the deficiency 
notice should be voided because the 
recapture issue was brought up in retalia- 
tion for his filing an appeal. The court 
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could find no evidence of IRS wrongdoing 
and stated that even in cases where the tax- 
payer's constitutional rights had been vio- 
lated, the deficiency notice had not been 
voided by the court. 

This case illustrates the importance of 
continuing to use listed property predom- 
inantly for business purposes and sub- 
stantiating that use throughout the normal 
recovery period after a section 179 amount 
has been claimed. 

@ Michael R. and Melanie J. Birdsill v. 
Commissioner, TC Summary Opinion 
2008-55 


By Charles J. Reichert, CPA, professor of 
accounting, University of Wisconsin—Superior. 


INNOCENT SPOUSE RELIEF 


KNOWING BUT INNOCENT 

_ The Tax Court held that the IRS abused its 
discretion in denying a stay-at-home 
mom's request for innocent spouse relief 
because it did not consider all of the rele- 
vant factors. Chrystina Nihiser filed for 
relief after her husband stopped paying 
their taxes due to financial problems with 
his business. Although she had known the 
couple would most likely fail to pay the 
taxes shown on the returns she signed, the 
Tax Court found other factors weighed in 
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her favor, resulting in relief from a tax lia- 
bility for tax years 1996-2001 of close to 
$250,000. 

Nihiser married Kevin Connelly. in 
1980 and stopped working as a school- 
teacher when she gave birth to their 
daughter in 1988. They lived in California. 
Connolly supported the family with his 
law practice and controlled all of the 
finances, keeping his income and expens- 
es hidden from Nihiser. In 1993, Connolly 
began filing their joint returns, which he 
had Nihiser sign on the due date, without 
paying the taxes due. In 1999, Connelly 
presented Nihiser with divorce papers but 
never filed them. Although the couple 
began living in separate rooms of the same 
apartment, they continued to file joint 
returns for the next two years. Ultimately, 
Connelly was imprisoned for stealing from 
his clients, and Nihiser returned to full- 
time teaching. 

Although the IRS did not begin any 
actions against the couple, Nihiser initiat- 
ed innocent spouse proceedings. Because 
the tax liability was neither an understate- 
ment nor a deficiency, Nihiser was limited 
to filing under section 6015(f), which calls 
for relief if, taking into account all the facts 
and circumstances, it would be inequitable 
to hold her liable. The court looked to the 
balancing test of Revenue Procedure 2000- 
15 (since superseded by Rev. Proc. 2003- 
61) to examine whether the IRS abused its 
discretion by denying Nihiser relief and, if 
so, to determine the appropriate relief. 

Four of the eight factors were in contest, 
each raising new questions for the court: 

(1) The requesting spouse is divorced, 
legally separated or living apart from the 
nonrequesting spouse. The court held that 
the couple’ living apart, albeit within the 
same household, weighed in favor of relief. 

(2) The requesting spouse would suffer 
economic hardship if forced to pay the tax 
liability. It was unclear whether this deter- 
mination should be based on when relief 
was requested (when Nihiser was working 
only part time), during appeals (when she 
was working full time) or at trial (when her 
wages were being garnisheed to pay a state 
tax debt). Because remand is not an option 
in innocent spouse cases, the Tax Court 


based the determination on the trial 
record rather than just the administrative 
record. In so ruling, the court cited a line 
of prior decisions including Ewing (118 TC 
494, rev'd on other grounds, 97 AFTR2d 
2006-1224 (9th Cir. 2006); see also “Tax 
Matters: Innocent Spouse Relief Reversed,” 
JofA, Aug. 06, page 74); Robinette 123 TC 
85); and the more recent Porter (130 TC 
no. 10). 

(3) The requesting spouse was abused 
by the nonrequesting spouse. Such abuse 
need not rise to the level of duress to favor 
relief. Describing this as an “underdevel- 
oped area,” the court referred to factors of 
psychological abuse cited in domestic- 
relations law, such as drug use, threats of 
suicide, possessive behavior and degrad- 
ing language, all of which were substanti- 
ated by Nihiser’s administrative record. 

(4) Whether the requesting spouse 
knew or had reason to know of the liabil- 
ity. This factor weighed against relief. 

Other factors conceded by the govern- 
ment as favoring Nihiser were (1) that the 
tax liability was attributable to the other 
spouse and (2) she received no significant 
benefit from the underpayment. Thus, the 
court said, five factors favored relief and 
one weighed against it. The remaining two 
factors were considered neutral or irrele- 
vant: (1) the requesting spouse subse- 
quently complied in good faith with fed- 
eral tax laws and (2) the nonrequesting 
spouse was not under a legal obligation 
pursuant to a divorce decree or agreement 
to pay the outstanding liability. 

Knowledge of the liability generally is 
an “extremely strong” factor but can be 
outweighed by other considerations in 
“limited situations,” the court said, quot- 
ing the revenue procedure. Since Nihiser’s 
ability to act on her knowledge was 
restricted by abuse that included her hus- 
band’s hiding the broader state of the fam- 
ilys finances, this, the court said, was such 
a situation. . 

@ Nihiser v. Commissioner, TC Memo 
2008-135 


By Laura Lee Mannino, CPA, LL.M., assis- 
tant professor of accounting and taxation, 
St. John’s University, Jamaica, N.Y. 
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Line Items 


OFFSHORE PREPARERS OK’d 
TO SEE SSNs 
The IRS modified its final rules regard- 
ing the disclosure of a taxpayer's Social 
Security number to a tax return prepar- 
er located outside the U.S. to allow dis- 
closure under specified circumstances. 
Previously, the rules had generally 
required U.S. preparers to redact SSNs 
from tax return forms and other informa- 
tion transmitted to a foreign preparer. 
The IRS decided, however, that if both 
domestic and foreign preparers’ pro- 
grams and procedures adequately pro- 
tect the numbers and other confidential 
information against unauthorized access 
or other misuse, redaction is not neces- 
sary. Treasury Decision 9409, which mod- 
ifies TD 9375, was accompanied by 
Revenue Procedure 2008-35, which in 
turn supersedes Rev. Proc. 2008-12. 
Prop. Treas. Reg. § 301.7216-3 and 
Temp. Treas. Reg. § 301.7216-3T, both 
issued as part of the recent Treasury 
decision, allow the disclosure where a 
taxpayer gives consent and the U.S. pre- 
parer verifies “adequate data protection 
safeguards” are in place. They also clar- 
ify that the general prohibition against 
disclosure pertains only to the 1040 
series of forms. 


SUPPLEMENTAL WAGE 
WITHHOLDING EXPLICATED 
With Revenue Ruling 2008-29, the IRS 
analyzed nine scenarios for applying 
withholding rules to commissions, sev- 
erance pay and other forms of supple- 
mental wages under IRC § 3402, 
including proper application of the 
aggregate versus optional flat-rate meth- 
ods. The guidance supersedes revenue 
rulings 67-131 and 66-294. 


ANOTHER SILO PULLED DOWN 
A district court upheld the IRS's denial 
of deductions by two large banks from 
a sale in, lease out (SILO) transaction, 


TAX MATTERS 


continuing a string of victories by the 
Service against the one-time promoted 
shelter. The opinion by the court for the 
Northern. District of Ohio against 
KeyCorp and PNC Financial Services 
Group cited the decision a month earli- 
er by the Fourth Circuit regarding a 
lease in, lease out (LILO) strategy 
employed by another bank, BB&T (101 
AFTR2d 2008-1933, “Tax Matters: 
LILO Comes Up One Leg Short)’ JofA, 
Aug. 08, page 84). 

The IRS moved as long ago as 
1996 to deny tax benefits of LILOs, 
which the plaintiffs in the instant case 
had participated in until 1999, when 
the IRS issued Revenue Ruling 99-14 
designating them as abusive shelters. 
“One might have thought that banks 
would step away from similar transac- 
tions; the court said. Instead, AWG 
Leasing Trust, a partnership of the two 
banks, paid $423 million in 1999 to 
purchase a German waste incineration 
facility, with a long-term leaseback pro- 
vision and repurchase option granted 
to the seller. The court upheld the 
Service's $88 million tax deficiency for 
tax years 1999-2003. Congress out- 
lawed SILOs in 2004, but many previ- 
ous deals remain in effect, the court 
said. The case is AWG Leasing Trust v. 
U.S. (101 AFTR2d 2008-2397). 


PASS-THROUGH ENTITY 
AUTOMATIC EXTENSION 
SHORTENED 

Along with final regulations adopting 
automatic six-month filing extensions for 
certain returns, the IRS proposed reduc- 
ing the extension to five months for part- 
nerships and other pass-through entities. 
The shorter period is intended to better 
enable owners to receive Schedules K-1 
and other information returns in time to 
prepare their individual returns by the 
extended due date. A transitional rule 
retains the six-month automatic extension 
for returns due before Jan. 1, 2009. The 
IRS is seeking public comment by Sept. 
29 on any taxpayer burden imposed by 





the five-month provision. See REG- 
115457-08 and Treasury Decision 9407. 


MORE SUPPORT FOR 
CHECK-THE-BOX 

Following the U.S. Supreme Court's 
refusal to hear an appeal attacking the 
validity of “check-the-box” provisions, a 
district court has similarly denied a legal 
challenge to the default business entity 
classification. The plaintiff in the more 
recent decision, L&L Holding Co. LLC v. 
U.S. (101 AFTR2d 2008-2081), con- 
tested an employment tax collection 
action, just as in the earlier case, Littriello 
v. U.S. (99 AFTR2d 2007-2210; “Tax 
Matters: Check-the-Box Regulations Are 
Valid) JofA, July 08, page 86). The 
Supreme Court in February allowed the 
Sixth Circuit's decision against the tax- 
payer in Littriello to stand. 

Subsequently, the District Court for 
the Western District of Louisiana like- 
wise ruled that the check-the-box regu- 
lations are valid when applied to an LLC 
as an employer for purposes of employ- 
ment taxes. L&L was the sole owner of 
Gonzales Home Health Care LLC, 
which had not made an election to be 
taxed as a corporation under the check- 
the-box rules and so by default was a 
disregarded entity. 

Because of Gonzales’ unpaid 
employment taxes, the IRS filed a lien 
against L&L. L&L argued that because it 
did not meet the statutory definition of 
“employer” under IRC § 3401, the 
check-the-box regulations’ requirement 
that it be treated as the employer con- 
flicted with the Code’s plain language. 

Citing Littriello, as well as McNamee 
v. Department of the Treasury (99 
AFTR2d 2007-2871), decided a year 
earlier by the Second Circuit, the district 
court denied there was any conflict, since 
the regulations do not define “employer” 
but prescribe treatment for all tax pur- 
poses, including employment taxes. 
Neither does the Code define LLCs, so 
their tax treatment is covered only by the 
regulations, the court said. % 
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FROM THE TAX ADVISER 





NEW RETIREMENT PLANNING VEHICLE 


Top Things to Know 
About Roth 401(k 


oth IRAs have become popular retirement vehicles, but 

the low contribution limits and participant income lim- 

itations have prevented many people from taking ad- 

vantage of them. The Economic Growth and Tax Relief 
Reconciliation Act of 2001 provided for designating Roth con- 
tributions within a qualified plan. Now many individuals previ- 
ously excluded can take advantage of the tax-free growth of Roth 
contributions through a Roth 401(k). 

The Roth 401(k) is a feature that can be added to a new or 
existing company-sponsored defined-contribution pension 
plan, including traditional 401(k)s, safe-harbor 401(k)s, and 
403(b) tax-sheltered annuities. Employees may elect to desig- 
nate a portion or all of their elective contributions as Roth con- 
tributions. Contributions are included in gross income at the 
time the employee would have received the 
contribution amounts in cash if the employee 
had not made the cash or deferred election. 
Earnings on the account accumulate tax-free, 
and distributions, if they are qualified, are 
tax-free. 

A qualified distribution is one that occurs 
at least five years after the year of the partici- 
pant’s first designated Roth contribution and 
is made on or after the participant reaches age 
591/2, because of the participant's disability, or 
on or after the participant's death. 

An individual may make both traditional 
pretax and Roth-designated contributions in a 
plan year. In 2008, an individual has an aggre- 
gate elective contribution limit of $15,500 for 
all designated Roth contributions and tradi- 
tional pretax contributions (with an additional $5,000 if the par- 
ticipant is age 50 or over). The maximum employee and employer 
annual contribution is the lesser of $46,000 or 100% of com- 
pensation. 

Employers may match Roth contributions, but these contri- 
butions do not get added to the Roth account. Rather, the 
employer match will be with pretax funds that must be kept in 
a separate account. While the employee's Roth contributions may 
be withdrawn tax-free, the employer-matched funds will be treat- 
ed as ordinary income at withdrawal. 

Because the 401(k) plan will allow for pretax contributions 
that are includible in income when distributed (traditional and 





employer-matched contributions) and contributions made with 
after-tax income that will be distributed tax-free (Roth contribu- 
tions), there must be separate accounts and separate record- 
keeping for the different types of contributions. 

While a traditional IRA may be converted into a Roth IRA, 
there is no provision for converting a pretax elective contribution 
account under a 401(k) to a designated Roth account. A direct 
rollover of a distribution froma Roth 401(k) may only be made 
to another Roth elective deferral account, such as another Roth 
401(k) or a Roth IRA. : 


CONCLUSION 

Roth 401(k)s are most appropriate for individuals who would 
like to contribute to a Roth IRA for tax-free growth but are unable 
to do so because of income limitations or who 
would like to contribute more than they cur- 
rently can under the IRA rules. In general, 
younger individuals saving for retirement and 
those who expect their tax bracket to increase 
would benefit greatly from making Roth des- 
ignations. 

For a detailed discussion of the issues in 
this area, see “Ten Things to Know About the 
Roth 401(k),” by Kristy Hasseltine, in the 
September 2008 issue of The Tax Adviser. 


—Alistair M. Nevius, editor-in-chief 
The Tax Adviser 


Also look for articles on the following topics 
in the September 2008 issue of The Tax Adviser: 
w An analysis of the new preparer penalty proposed regulations. 
w A discussion of developments in estate planning. 

@ An update on individual taxation. 


Notice to Readers: : 


Members of the AICPA tax section thay abe to The Tax 
Adviser at a reduced price. Call 800- 513-3037 or e-mail 
taxsection@aicpa.org for a subscription to the magazine or 
to become a member of the tax section. 
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Get the IRS to pay You 
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The IRS' new tax whistleblower statute gives anyone with information about 
large-scale tax underpayments, relating to any issue from mere errors to 
aggressive positions to tax fraud, an incentive to report it. 


We have over $10 billion in confidential tax whistleblower 
submissions to the new IRS Whistleblower Office. 


THE FERRARO LAW FIRM 
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1270 New Hampshire Avenue 4000 Ponce de Leon Blvd., Suite 700 Nationwide Toll Free Number: 
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Technology Q&A 


by Stanley Zarowin 


Quick way to arrange multiple windows on your screen... 


Fine-tune the character spacing of text 


in Word...Accelerate a slow-opening massive Excel file...Remove errant paper-clip icons from 
e-mail messages. ..Outlook has a “sticky-note” function...Shortcuts 


QUICK WAY TO ARRANGE MULTIPLE WINDOWS 
ois YOUR SCREEN 

~~, I frequently work with two or more groups of 
spreadsheets on my screen because it spares me the 
hassle of flipping back and forth between work- 
» Sheets. But I wish there were a faster way to set them 
up—that is, to arrange them to show in the cascade, side-by-side 
or stacked mode. Do you have any suggestions? 

There is a neat way, and it works in both Windows XP and 

Vista. You can also add Word or screens of other files or 
Web sites to the mix. Begin by initially loading the files you want 
displayed and then minimizing them so the icons are in the 
taskbar. Then, when you want to open some of them, hold 
down the Ctrl key and click on their icons in the taskbar. You'll 
notice the icon borders will darken, as in a 3-D effect (see 
screenshot below). Then right-click on one icon and a windows- 





arrangement menu will appear (also in screenshot below), giv- . 


ing you a display choice. 


Key to Instructions 
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If you change your mind after you select a file you wanted to 
open, a second click will deselect it. 


FINE-TUNE THE CHARACTER SPACING OF TEXT 
IN WORD 
My firm's policy is to justify the text of all reports. Although 
the pages do look a lot neater with the type lined up on the 
right and left, some lines look too spaced out and others some- 
times appear squeezed. Is there a way to fix bad spacing so our 
reports will look more professional? 

Character spacing of justified type is a common problem, 

and, I’m sorry to say, depending on how fussy you are, you 
may have to try several format tweaks before you can repair, or 
at least minimize, the problem. 

To save time, try these steps: 

w Add automatic hyphenation. The hyphenation option 
gives Word more flexibility on where to break a line. This should 
reduce uneven spacing. To add the option in Word 2003, click 
on Tools, Language, Hyphenate and place a check in Automat- 
ically hyphenate document (see screenshot below). Notice, too, 
that you have some options in that screen, so you can experi- 
ment with the size of the Hyphenation zone and the number of 
consecutive lines you will allow with hyphens. 


Hyphenation 





w If you want even more flexibility, select Manual, which 
gives you the option, as you scan each line of type, when and 
where to hyphenate (see screenshot at top of next page). 
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m If you have lots of patience and your text is set at Auto- 
matic hyphenation, and you want to selectively remove hyphens 
from a document, you can open Find and Replace (Ctrl+F), go 
to the Replace tab and in Find what, type in * ~ (the code for 
a regular hyphen) and in Replace with type “s (regular space) 
and click on Replace. Word will take you through the document, 
stopping at each hyphen. For each, choose either Replace or Find 
Next to skip that one. On the other hand, if you want to start 
over and remove all the hyphens, click on Replace All. In Word 
2007, access the hyphenation tool via Page Layout, Hyphen- 
ation (see screenshot below). The options are the same. 

If none of the above steps 
resolves your concerns and you 
are determined to press on, you 
can turn on the big formatting 
guns—scaling. But I warn 
you, if you really are a stickler 
about text appearance, scaling 
can become a compulsive ac- 
tivity because there are so many possible adjustments. To scale 
in Word 2003, click on Format, Font, the Character Spacing 
tab and play with the Scale control until an offending line of text 
meets with your approval (see screenshot below). 


| { 
IY won 
1 


Automatic 








In Word 2007, access Charac- 
ter Spacing by going to the Home 
tab and clicking on the tiny Font 
arrow (see screenshot at left). 

If you have a similar problem in 
Excel—that is, if character spacing 
in some cells is uneven—there are ways to make adjustments, 
however, you don’t have as much flexibility as you do in Word. 

In Excel 2003, left-click in the target cell to open Format Cells 





and go to the Alignment tab (see screenshot below). In 2007, 
Ctrl+Shift+F opens the same screen. 


erecints = 215 





Under Text align- 
ment, you have several 
options under Horizontal 
and Vertical. If that does- 
nt do the trick, move to 
Text control, where you 
can select either Wrap 
text or Shrink to fit. Ifa 
cell height in Excel 2003 doesn’t expand enough to accommo- 
date the text, click on Format, Row, AutoFit (see screenshot 
above). 

In Excel 2007, go to Home 
on the Ribbon and the Cells 
tab and click on Format (see 
screenshot at right). 


ACCELERATEASLOW- 4° *™ oe 
OPENING MASSIVE ae pee 
EXCEL FILE UE column wiatn.. 


My work requires the use 
of several very large Excel 
files, and they take forever to 
open. In fact, they even take a long time to save and close. I’ve 
thought of breaking them up into small components, but in most 
cases having the data distributed over several smaller files will 
complicate my work. What I'd like to do is compact the files, but 
I can’t find that function in Excel. Can you help? 
There is no compacting function in Excel 2003 or its earli- 
er versions. But Excel 2007, with the new .x|sx file exten- 
sion, uses file compression, which shrinks spreadsheet files up 
to 75% of their girth in the earlier xls format. Of course, that does 
you no good if you’re not planning to upgrade to Vista. 
However, you can buy third-party programs that help. They don't 
actually compress, but they do effectively shrink Excel files by elim- 
inating empty cells and unnecessary data. One freeware program, 
which is available at www.appspro.com/Utilities/Utilities.htm, is 
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especially good at cleaning macro code, which becomes bloated by 
multiple edits. Several programs claim compacting abilities, and you 
may want to take advantage of free trial offers. You can locate them 
by googling Excel file compacting. 

Another step you can take is to reset the file’s data range— 
the area that Excel interprets as containing data, which mistak- 
enly also includes cells that have been cleared of data. To do that, 
open your workbook and press Ctrl+End. If you're taken way 
beyond your data, that indicates Excel considers even those ap- 
parently blank cells as part of the workbook’ data range, and 
those apparently empty cells artificially inflate the file. 

To deflate the data range to its proper size, scroll to the end 
of your data—the last row and column that contains data. In the 
example below (see screenshots) highlight column AO, hold down 
the Ctrl button and press on the right arrow until you get to the 
end of the worksheet, 
which is column IV. 
Then delete the columns 
by right-clicking and 
selecting Delete. Don’t 
worry, the columns 
won't disappear—only 
the data they may hold 
are deleted. 

Do the same for the 
rows: Highlight row 30, 
hold down Ctrl, and 
press the down arrow 
until you get to the end 
(65,536). Then right- 
click and hit Delete. 
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Compose in this message format: 





The other possibility is something I experienced because I use 
AVG Anti-Virus software. That product gives users the option of 
“certifying” incoming e-mail as virus-free—that is, it provides a 
visual all-clear message, and that’s been triggering the attachment 
icon. You can turn off that option without risk. Here’s how: Run 
the AVG Control Center, click on the Scanner button, Prop- 
erties, Configure, and then uncheck the box for Outgoing 
“certify mail.” 


OUTLOOK HAS A “STICKY-NOTE” FUNCTION 

Is there a way in Microsoft Office to create a “sticky-note”’— 

that is, a note I can stick on my desktop? I’ve seen ads for 
third-party sticky-note applications; but before I go out and buy 
one, I wonder whether such a function is hidden somewhere in 
Microsoft Office. 

Your wondering is right on target: The sticky-note function 

is camouflaged under a few screens in Outlook (both XP 
and 2007). What makes the Outlook note very special is that you 
can stick it to Outlook (calendars or'e-mail lists) and to the screens 
of any application in your computer or on the desktop. 

To create a note, open Outlook and click on File, point to New 

and click on Note (see screenshot below). A faster way: 
Ctrl+Shift+N. 








REMOVE ERRANT PAPER-CLIP ICONS FROM 
E-MAIL MESSAGES 

Recently all my e-mail messages arrive adomed with a paper- 

clip icon—the image that indicates a file has been attached. 
But usually there is no attachment. It’s kind of spooky. Am I being 
hacked? Is someone playing a joke on me? More important, how 
can I remove the paper clip? 

No, youre not being hacked; and it’s not a joke. More like- 

ly its a bug. There are at least two possible causes for the 
appearance of the icon. If your e-mail software gives you the op- 
tion of receiving mail in plain text rather than the more graphi- 
cal HTML, switching the default to HTML may resolve the 
problem. What may be happening is that some graphical code 
embedded in the plain text is being interpreted—or actually mis- 
interpreted—as an attachment. 

To change the setting in Outlook, go to Tools, Options, Mail 
Format, and under Message format click on the down arrow 
to produce a dropdown list with three choices (see screenshot 
at the top of the next column). Select HTML and then click on 
OK at the bottom of the screen. 


Mail Message 

Post in This Folder 

Folders 

Search Folder... Ctri+Shift+ P 
Navigation Pane : Shortcut... _ 


Data File Management... ae 
Import and Export... is ‘ Ctrl+Shift+C 
Archive... _ Distributionga™ » =. Ctrl+ Shift+L 
Page Setup Hiei a ee | CtrleShift+K 
 CtrleShift+U 
Ctrl+Shitt+J 
Ctri+Shift+ N 





A small window will appear 
where you can type your note 
(see screenshot at left); and if 
you click on the tiny note 
image in the upper left, you > 
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FORENSIC & VALUATION SERVICES COMMUNITY 






Meet that demand and 
grow your practice: get the 
Accredited in Business 


Valuation Credential (ABV)! 


Register NOW for this 

year’s ABV Exam. Visit 

aicpa.org/ABVEXAM 
to sign up. 


Special offer! 


Not ready to become an ABV, but want 





to enhance your forensic and valuation 
expertise? Join the Forensic and 
Valuation Services (FVS) Section 
today and SAVE $50! Apply at 
aicpa.org/FVS 
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To Learn More: © 
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ISO Certified 
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have several options, including coloring | want it to be properly superscripted, ®, use the next shortcut. 
the note and forwarding it (see screen- | m@ Word: Ctrl+Shift ++ (that’s Ctrl and Shift and two clicks on the 
shot at left), or you can store it in your | plus sign above the equal sign) toggles between superscript and 
taskbar (see screenshot below)... normal (Stanley or 5"). 

w Excel: Ctrl+F4 closes selected workbook window. 

m Excel: Ctrl+F10 maximizes or restores the selected workbook 
window. 

g Excel: Press Scroll Lock and then simultaneously hold down 
Ctrl and an arrow key to quickly move through large areas of your 
worksheet. 


oT ae —e 





__.and evoke it with a click or stick it on | Stanley Zarowin is a contributing editor to the JofA. His e-mail address is 
stanley.joatech@gmail.com. 


your desktop (see screenshot below). 

When you switch 
screens—say from 
the Outlook calendar to a Web site or some 
other application—the note may disappear 
from the screen but remain in the taskbar as 
an icon. Click on the icon, and it will reappear. 





SHORTCUTS 
~m Word: Ctrl+D opens the Font dialog box 
m Word: Alt+Ctrl+R produces the trademark symbol ®. But if you 





New! 





Audit Sampling — 
AICPA Audit Guide 2008 


This new edition, a substantive revision to the previous 2001 edition, has been updated for: 


e Risk assessment standards 
e SAS 112 


In addition you'll find expanded guidance on: 


e Sample size 

e Evaluating sample results 

e Testing considerations 

® Statistical and non-statistical approaches 





The guide summarizes applicable requirements and practices, and delivers “how-to” advice 
for audit sampling. The included case studies illustrate the use of different sampling meth- 
ods in real world situations. 


Order today and visit www.cpa2biz.com www.cpazbiz.com 
for more accounting and auditing resources. 888.777.7077 
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Academic & Career Development 

Student Recruitment Programs and Products .......... 919/402-4014 

_ Recruiting Materials for the Profession ............... 919/402-4014 

Accounting and Auditing Publications................... 919/402-4811 
Accounting Standards (www.pcfr.org) ...........-.-.-.-- 212/596-6167 


Advertising—Classified lournal of Accountancy, The Tax Adviser) 800/237-9851 
Adyertising—Display (Journal of Accountancy, The Tax Adviser) . . 800/873-1677 
Antifraud & Corporate Responsibility 


Resource Cente? www.aicpa.org/antifraud 
Audit & Accounting Technical Information Hotline ........ 877/242-7212 
Monday-Friday 9 a.m.—8 p.m. ET 
Audit Committee Effectiveness Center. .........2. 0. ACMS@aicpa.org 
Audit Quality Centers: 
Center for Audit Quality (www.thecaq.org) ........-.. 888/817-3277 
Employee Benefit Plan (www.aicpa.org/ebpaqc)........ 202/434-9253 
Governmental (www.aicpa. See) oe 202/434-9259 
Auditng Siandaids..... = 212/596-6032 
Benevolentfund.. 11... 866/527-2228 
Business, Industry & Government Member Inquiries....... 919/402-4816 
oe fmcenter@aicpa.org 
Committce Appomtinients 0 212/596-6097 
(volunteerservices@aicpa.org and http://volunteers.aicpa.org) 
Committee Retmbursements............ 4.2.0... asingletary@aicpa.org 
COnIMUNICAUONS. =. 212/596-6117 
Competency Self-Assessment Tool... ............ www.cpa2biz.com/CAT 
Compilation and Review Engagements................... 212/596-6250 
Copyright Permissions (www.copyright.com) ............ 978/750-8400 
GPA Client Bulletin, CPA Client laxietter...9.............. 919/402-4060 
CPA Letter, The (editorial) (www.aicpa.org/TheCPALetter). . . 212/596-6112 
Credentials and Technical Member Sections............... 888/777-7077 © 
Accredited in Business Valuation credential............. abv@aicpa.org 
Forensic & Valuation Services..... ..,.....,......... fvs@aicpa.org 
Certified in Financial Forensics credential............... cf{@aicpa.org 
Certified Information Technology Professional credential . citp@aicpa.org 
Information Technology Services ................. infotech@aicpa.org 
Personal Financial Planning Services.................. pfp@aicpa.org 
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AICPA Contact Information (continued) 


Personal Financial Specialist credential................. pls@aicpa.org _ 
Examinations (Uniform CPA Exam)................. www.cpa-exam.org 
Federal Legislation (non-tax congressional matters) ........ 202/434-9206 
Federal Regulatory Matters (non-tax-related).............. 202/434-9253 
Financial Literacy Campaign. . . . www.aicpa.org/financialliteracy/index.asp 

(financialliteracy@aicpa.org). 
General Counsel (rmiller@aicpa. org) ee | 21290-0245 
International Relations. 212/596-6048 
International Financial Reporting Standards Gwww. ifrs.com). . 877/242-7212 
Joint Trial Board (ckane@aicpa.org) ..................... 212/596-6101 
Journal of Accountancy (editorial) .......... ........:... 919/402-4449 
Library (University of Mississippi) ..........-... Oe 866/806-2133 

(www.olemiss. ty library/aicpa) 

Media Relations.......... oe oe _ 212/596-6119 
Minority Initiatives... ke 919/402-4931 
PCPS—member section for local, regional firms .......... 800/CPA—-FIRM 

(Small firmissues) 212/596-6039 
Peet REVieW 919/402-4502 
Practicing CPA, The (editorial) 919/402-4854 
Professional Ethics, Ethics Hotline...................... 888/777-1077 

Behavioral or Independence Issues..........---+.+-- 5) 888/777-1077 

Vechnical Standard issues 919/402-4921 
Specialized Publications... 919/402-4854 
State Legislation........... Se , 202/434-9201 


Tax Adviser. The (editorial) ................. See 919/402-4888 
Vax Section Member Services 240.5... 800/513-3037 
Work/Life and Women’s Initiatives......... a. 919/402-4931 


Member Elite Values Program... www.cpa2biz.com/elite 
Insurance Programs 





Automobile ........ 8 800/225-8285 
Catastrophe Major Medical : Ce 888/294-0028 
Comnmercial Property & Liability ............. ok 866/283-7127 
Disability. 800/223-7473 
Group Life for Firms... oo ee 800/223-7473 
Group Variable Universal Life........ ee 800/223-7473 
OMe. — 800/225-8285 
Life (Member/Spouse)..5.. 5.4... 800/223-7473 
\ bong ferm Cate 0 oe 800/223-7473 
Medicare Supplement Plan .......... a 800/957-3195 
Personal Liability Umbrella... 2. 80072473 
Professional Liability, CPA 2 
Retirement Programs _ d : 
Payicx Co Ur 877264 2615 
Audio Conferencing Coe Genesys) 800/399-3942 
BlackBerry (RIM)... www.blackberryforthecpa.com 
Business Formation Services (www.BizFilings.com) ........ 800/981-7183 
CarRental Hertz, CDP #12353) 5 800/654-2200 
Checks and Business Forms 
(AICPA Checks and Forms from Harland) So . . 800/873-9313 
Computers (Dell Corporation) ............... , 800/945-8364 
(kenoyo) 2. =. 800/426-7235, ext. 3373 
Credit Card (Chase) ..... a , 866/272-8472 
Credit Card Processing (Chase Paymentech) .............. 800/824-4313 
Home Mortgages and Equity Loans (Wells Fargo) .......... 800/272-1210 


Hotels (Starwood Hotels & Resorts Worldwide) 
Logo Apparei (Lands’ End Business Outfitters) 


888/625-4988 
Se 800/864—2899 


Overnight Delivery (DHE)... = 800/MEMBERS 
Prism e-Solutions (www.prismesolutions.com) ............ 888/386-2330 
Professional Placement (Robert Half) .................... 888/744-4089 
Tax Research Material (RIA Thomson)................... 800/950-1215 


Xerox Corporation @O06109) 800/275-9376, ext. 272 
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BNA Tax & Accounting Portfolios: US Income Taxation - Foreign Income Taxation « State Taxation « Estates, Gift & Trusts - Accounting Policy & Practice 





Youve not alone. 


When BNA is behind you, you're supported by perhaps the greatest concentration 





of tax knowledge and talent available in one place. 





The team consists of over 1,000 authors and advisors and BNA’s up-to-date 400 





volume portfolio library. The result is the best thinking in the tax and accounting 





world at your disposal as well as all the facts and the expert interpretation 





to make you smarter and your company more profitable. 


15 Day Free Trial — 
To experience the BNA Tax and Accounting Center for 15 days fi 












please visit http://www.bnatax.com or phone 1-800-372-1033. 


Tax & Accounting 


endorsed by the AICPA Insurance Trust 








The Prudential Insurance Company of America issues this Term Life Insurance and is authorized to conduct business in all states and the District of 
including limitations and exclusions. Principal offices are 751 Broad Street, Newark, NJ 07102-3777, (973) 802-6000. The Plan Agent is Aon Insurance 
IFS A113920 








A a financial professional, you know leaving your family prepared is an 
integral part of your family’s financial plan. One of the most important 
steps you can take to minimize the economic impact of your death is to 
purchase life insurance. But finding a plan that offers the coverage that you 
_need at a price you can afford can be a daunting task. 


Affordabie rates and features you want 

Coverage under the CPA Life Insurance Plan, issued by The Prudential 
Insurance Company of America, offers important benefits your family 
may need to take care of financial obligations if you were to die. And 
with competitive rates, you won't have to search to find insurance that 
works with your lifestyle. CPA Life offers the options you want at an 
affordable cost. 


Eligible members may request up to $2 million in term life coverage— 
money your loved ones can use to meet everyday living expenses, pay off 
your home or send a child to college. What's more, if youre approved for 
coverage and are between the ages 45-74, you'll automatically pay Select 
Status rates—25%-50% lower than standard rates. 


Optional benefits for CPAs 

You may also be interested in CPA Life’s optional features. These options 
can provide you with $10,000 in Dependent Child Coverage; Accidential 
Death and Dismemberment coverage, which doubles your benefit should 
you die by accident, and Waiver of Contribution During Disability, which 
eliminates having to worry about paying premiums should you become 


totally disabled before the age of 60. 


Opportunity for cash refunds 

CPA Life is offered as a benefit of membership in the AICPA. Every year, 
the money not used for claims or other expenses is paid to eligible Plan 
participants as a cash refund. These cash refunds, paid out of premium 
refunds received from Prudential by the Trust, can lower your costs even 
further. Although not guaranteed, cash refunds have been paid yearly 
since 1958. 


Other convenient features 

* Online enrollment at www.cpaicom/life 
¢ No invasive medical testing 

* Personalized, knowledgeable service 


Join over 180,000 of your fellow CPAs who have chosen CPA Life for their 
insurance needs. Visit www.cpai.com/life to learn more about the Plan or 
to apply online. 


Protecting your family’s future is a job you take very seriously. With coverage 
under the CPA Life Plan, it may just get a little easier. Call or click now to 
find out how we can help. 





Columbia, Guam, Puerto Rico and the United States Virgin Islands. Refer to the Booklet-Certificate for more details, 
Services, 159 E. County Line Rd., Hatboro, PA 19040-1218. Contract Series 31300. 
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YEAR-ROUND REVENUE... LIFELONG: Gia TT 


When you take the hassle out of payroll, there’s nothing left but value — for you and your clients. Payroll is an exceptional 
service offering for many reasons—including a year-round revenue stream. With Payroll CS™, your work is minimal. 
Integration with the CS Professional Suite® streamlines your write-up and tax work. And because it’s paperless, your 
clients will love the convenience. They enter payroll data online via NetClient CS™ portals; it flows into Payroll CS and then 
you provide their payroll checks online. Not to mention, once you land a client’s payroll business, they typically become 
your client for life. Who wouldn't love that? 


BE A CS PROFESSIONAL 


Tell us why the CS Professional Suite has made you love your job and earn 





a chance to be featured in one of our ads. Visit CS ThomsonReuters.com/LoveMyJob 


CS Professional Suite 





Client Bookkeeping Solution Engagement CS FileCabinet CS 
Financial Analysis CS Fixed Assets CS NetClient CS Payroll CS 
Planner CS Practice CS Toolbox CS Trial Balance CS Ultralax CS 
Virtual Office CS Web Builder CS Write-Up CS 


THOMSON REUTERS 
(800) 968-8900 | CS.ThomsonReuters.com 
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CPAs reveal their likes and dislikes. 





by Rick Telberg 


If you're thinking about changing the way you handle payroll, you're not alone. 


In fact, some four in 10 CPAs say they could be looking for a new payroll agency 
or software application in the next 18 months. And it’s not hard to understand 
why: many CPAs are unhappy with their current payroll setup. 


According to new CPA Trendlines research, 86% of CPAs say they are less than 
completely satisfied with their current payroll and benefits system. Over the 
next 18 months, 42% of CPAs may well be shopping for a new payroll system, 
according to the research project, which was conducted in conjunction with 
AICPA Custom Media. 


In evaluating a new payroll solution, CPAs consistently look at a few key issues. 
In order of priority, the key factors in selecting a new payroll vendor are: 


1. Ease of use 
2. Keeping abreast of tax rates and payroll regs 
3. Operating cost 


4. Customer service/tech support 


wo 


. Integrating 401(k) plan data 
6. Managing flexible spending and health savings accounts 
7. Security/fraud prevention 
8. Ease of installation 

Every CPA, of course, has his or her own wish list. 


For example, Terry Seiberlich, CPA.CITP and owner of Seiberlich Accountancy 
Corp. in Walnut Creek, CA, wishes more payroll providers were more 
"responsive to customer requests” and that the software was “more easily 
customized to the company.” 


“| would like a dynamic software product that would keep up with changes and 
handle the complex local taxes in Ohio,” says Laura Wojciechowski at Whalen 
& Co. CPAs in Worthington, Ohio. 


At the same time, payroll is making a comeback among accounting firms 
seeking to acquire and retain more small-business clients. “It appears to be a 
service that is coming back to CPA firms,” according to the managing partner 
of a small firm. 


Payroll As Competitive Advantage for CPAs 


Indeed, payroll is emerging as a key competitive advantage for the profession's 
smallest firms. Four in five CPAs predict local firms will outpace national and 
regional firms in expanding their payroll practices over the next three to five years. 


“More and more clients are finding they do not want to do payroll,” says the 
managing partner of a small accounting firm. 


AYMAN tee Oat 





Eight Steps to Your Next Payroll Strategy 


Vendors — including software providers and processing agencies — have been 
quick to adjust to the opportunities afforded by the Web and the demand from CPAs. 


Online pioneers, such as PayCycle, SurePayroll, and Payroll Relief, are attracting 
tens of thousands of users. Established companies, such as ADP and Intuit, 
are shifting to SaaS-based payroll solutions geared to the needs of small 
companies. 


CPAs remain a linchpin of vendors’ marketing and distribution plans. For instance, 
PayCycle and SurePayroll are each focusing “a significant amount of energy” 
on pursuing partnerships with major banks and financial institutions and are 
targeting accountant channels, according to research firm AMI-Partners. 


ADP is taking a channels-centric approach, directing most of its marketing 
energy towards accountants as referrers and resellers with RUN™, AMI-Partners 
says. 


In addition, Paychex has signed up 20,000 CPA firms as affiliates through a 
co-marketing venture with the AICPA. PayChoice is making a name for itself 
and Creative Solutions (Thomson Reuters) remains a mainstay in the CPA 
profession. 


Payroll has always required exacting performance standards. After all, nothing is 
as Important to a company as getting the right checks to the right employees on 
time. But in the months ahead, some CPAs expect even less tolerance for error. 


With an economic slowdown, says a CPA staff accountant at a Texas-based 
electric utility, “states are looking for more and more revenue and their audits 
will likely increase.” 


Never before, perhaps, has payroll showed so much opportunity — nor required 
so much of the diligence that uniquely distinguishes the CPA profession. 


Payroll/HR SolutionsThat CPAs Are Using and Considering 
Source: BayStreet Group, LLC, and AICPA Custom Media 2008 


® Would Consider* 
Using Now* 
In-house software 
Outsource to payroll agency 
In-house Web-based 
In-house manually 
Outsource to PEO 
Outsource to accounting firm 





0% 10% 20% 30% 40% 50% 


* Total exceeds 100% due to multiple responses. 





Rick Telberg is editor-at-large for the AICPA Insider™ E-Newsletter Group. Views expressed do not 
necessarily represent those of the AICPA or the Journal of Accountancy. 
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Cash and Non-Cash Compensation 


Choices and tax issues abound. 


by Blake Christian, CPA/MBT 


| The current economic downturn, combined with inflationary pressures on 

_ operating costs — including energy, raw materials, wages and healthcare — has 

_ forced business owners to look for ways to optimize the value they derive from 
|. every single expenditure. 


| _ Because compensation and employee benefit costs are often part of the largest 
|. drivers of profitability, and there are a variety of tax-efficient ways to design 
| and pay these expenses, business owners must carefully evaluate all forms 
|, of employee compensation to ensure that their dollars are used in the most 
|| tax-efficient manner. 


- The following are examples of broad categories of compensation and benefits, 
along with the related tax issues facing both employers and employees. 


S Corp shareholders must also make sure 
they are paying a fair market value salary 


|, Employee vs. Independent Contractor vs. Partner 

_ Depending on the form of business, compensation may be reportable on a 
|) Form W-2 (W-2), a Form 1099-MISC (1099-MISC) and/or a Form K-1 (K-1). 
~ C Corps and S Corps will generally report owner and employee compensation 
ona W-2. 


. Amounts paid to Independent Contractors will generally be reported on a 1099- 


| MISC form. Equity owners of partnerships, LLCs/LLPs or S Corps will generally 
_ have compensation-related items reported as “Guaranteed Payments” on line 
_ five of K-1. C Corps and S Corps will generally report owner and employee 
) compensation on a W-2 as well as a 1099-MSC in the same year, or alternating 
years. Tax authorities will also routinely investigate the accounting of employee 
| __ vs. independent contractor reporting. 


_ Misclassification can have numerous unintended consequences, including: 
penalties for under-withheld payroll taxes, impact on employee benefit 
eligibility, impact on incentive tax credits, and future impact on eligibility for 
| unemployment or retirement benefits. The leading factors used by the IRS in 
| determining the proper employee vs. independent contractor classification are 
| contained in Rev. Rul. 56-694, Rev. Rul. 87-41 and Rev. Proc. 91-20. 


| S Corp shareholders must also make sure they are paying a fair market value salary, 
because the IRS is successfully challenging those S Corps paying only nominal 
salaries to shareholders in order to minimize FICA and Hospitalization taxes. 


| Another issue occurs when LLCs/Partnerships erroneously report their member/ 
__ partner compensation on W-2s versus on K-1 forms as ordinary income and/or 
Guaranteed Payment. The misclassification of W-2 employees as independent 
contractors or partners/LLC members as employees can also create a variety of 
employee benefit issues, such as: 


+ Ineligibility for healthcare or retirement benefits 
* Multistate reporting and allocation/apportionment issues 


+ Future workers’ compensation/unemployment compensation issues 
for both the employers and employees 





The rules can occasionally be complex, but 
ignorance always carries the biggest price tag. 


Bonuses and Deferred Compensation 


Accrued bonuses payable to a C Corp shareholder/employee owning 50 
percent or less of the entity within two-and-one-half months of year-end are 
generally deductible in the year accrued (for accrual basis taxpayers) — and the 
employee/recipient defers the reportable income until the following year. In an 
S Corp context, accrued bonuses timely paid (within two-and-one-half months 
of year-end) to a non-shareholder employee are also deductible in the year 
accrued. However, an accrued bonus payable to any S Corp shareholder cannot 
be deducted until paid. 


There are two types of nonqualified deferred compensation: 


* Funded deferred compensation plans involve the advanced funding for 
services previously rendered by an employee, but payable in the future. 
The employee is taxed at the time employer contributions are made to 
a trust or when premiums are paid for an annuity contract to the extent 
that the employee's interest in the benefits is substantially vested. 


Unfunded deferred compensation arrangements generally defer the 
employee's taxable income, and the related employer's tax deduction, 
until such time that the employee vests in all or a portion of the deferred 
compensation amounts (IRC Section 402(b)(2) and 404(a)). 


IRC Section 409A applies special rules to any non-qualified arrangement involving 
amounts deferred after December 31, 2004. Special rules also apply to plans 
involving pre-2005 deferrals, to the extent the employer or employee makes a 
“material modification” to an existing deferred compensation plan. Violation of these 
and other administrative rules can cause retroactive “constructive receipt” of the 
deferred amounts back to the point in time the amounts were originally deferred. 


Conclusion 


As an employer, you can maximize your after-tax profits by fully evaluating the 
ways to provide cash and noncash benefits to your valued employees. The rules 
can occasionally be complex, but ignorance always carries the biggest price tag. 


Blake Christian, CPA/MBT, is a tax partner in the Long Beach office of Holthouse Carlin & Van Trigt 
LLP and is co-founder of National Tax Credit Group LLC. Views expressed do not necessarily represent 
those of the AICPA or the Journal of Accountancy. 
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SurePayroll: The SAFE Recountna Equation 


Refer or resell SurePayroll and protect clients from payroll risks at no cost to you... hassle-free 





Jf Simple - Online Payroll Completed in 3 Clicks eee 


a “ 3 MONTHS 
JY Affordable - Full-Service Payroll and Payroll Taxes for Less FREE SERVICE 
(877) 868-8012 


SURE PAY ROLL 


Your Payroll. Our Passion.” 


JY F riendly - Unlimited Help from Passionate Payroll Experts 


JY Efficient - Free R Report Downloads for Accountants Included 


www.surepayroll.com 
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Executive Roundtable 


_ fastest growing practice niches for CPAs and a key client 
retention tool. However, as technology continues to 


_ make its imprint on the vendor landscape, the variety of 
: oe ont emarket, notto mention the risks of making — 





Gentlemen, it's great to see so many familiar faces returning 
\to our panel. What are the most significant changes you've 
‘seen since we last talked about payroll & HR solutions? 


| Dr. Chandra Bhansali (AccountantsWorld): The biggest change in payroll is 
(the growth of online payroll. And this growth rate will continue to accelerate. 


Jim Heeger (PayCycle): Agreed. It’s the shift to online payroll and HR with 
_ advantages that software simply cannot match. One advantage is that CPAs can 
-give their clients access to the online service. Clients can now enter employee 
hours, print their own checks, view payroll reports and more. This saves CPAs 
‘ significant time each month. 


‘Robert Digby (PayChoice): We've seen increased acceptance of the Web for 
} secure transactions and Software as a Service (SaaS) products. These trends are 
‘radically changing the way small businesses communicate with and manage 
| employees. 


Michael Alter (SurePayroll): The adoption of SaaS payroll and HR solutions 

‘has increased as people get more comfortable with — and reliant upon — running 

) ‘their businesses online. They're taking advantage of the flexibility and cost- 

efficiency that enable them to take care of business from anywhere at anytime. 

There’s no need to download software or keep on top of software updates. All 

the vital information is accessible without relying on someone else to retrieve It. 
We even have customers processing payroll from their iPhones. 


James Paille (myPay Solutions/Thomson Reuters): Another big change 
is the growing acceptance of advanced technology tools. It's now possible to 
implement a completely paperless payroll process, from initial data entry to 
electronic delivery of pay stubs. 


Don Weinstein (ADP): The introduction of new, affordable technology has 
many accountants taking the do-it-yourself route again after many shied away 
from the task in recent years. 


Walter Turek (Paychex): We've seen a dramatic shift among small and 
midsize businesses that are looking beyond your basic payroll service to a 
more comprehensive suite of services, including integrated HR and benefits. 


What makes a CPA ideally suited for helping clients with 
complex payroll and HR administration tasks? 

Alter: Payroll isn’t the sexiest accounting offering, but it’s an integral part of 
every employer's business and it needs to be addressed by CPAs on some 
level. By recommending or reselling a payroll solution, the CPA helps the client 
avoid payroll tax errors and the risk of fines — and CPAs can prevent a negative 
impact on a client's pocketbook while leveraging their time to focus on more 
consultative services. 
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Digby: The “Two Ts” — trust and taxes. CPAs are the most trusted advisers 
to many business owners. They frequently interact with senior management 
and understand the small- to mid-market business environment better than 
anyone else. CPAs can also navigate the regulatory tax landscape for their 
clients so business owners can focus on their core activities. 


Heeger: CPAs find their clients will often ask them to handle their payroll 
regardless of the level of complexity — even if the CPA is not a payroll 
expert. Turns out 38% of our accountant customers had never done client 
payroll prior to using our solution. 


Weinstein: As trusted advisers to their small business clients, accountants 
are asked about all manner of financial matters. Payroll is a large portion of 
the financial outlay of any business and there are consequences if an error 
is made. By outsourcing payroll, small business owners manage the risk and 
free up time that can be focused on business growth. 


How Satisfied Are CPAs With Their Payroll 
and Benefits Management Systems? 


a 
[esonersessapat 


Integrating 401(k), retirement data 
Security/fraud prevention 
Managing flex-spend and health savings accounts 


Ease of installation 


‘Source: BayStreet Group, LIC and AICPA Custom Media 2008 
* Total exceeds 100% due to multiple responses 
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How does payroll fit into a well-rounded CPA practice? 


Turek: With the well-publicized shortage of accounting staff today, CPAs have 
an opportunity to be selective about the services they offer and can position 
their firms as providers of value-added and higher-revenue-generating services. 


Paille: When firms take advantage of online technology and integrated systems, 
payroll processing is simplified and efficiency skyrockets because payroll data 
transfers seamlessly into write-up and tax software. Payroll is a very “sticky” 
service. Once a firm begins providing payroll service for a client, the client will 
almost never leave. 


Digby: In many cases, CPAs are already preparing tax returns and performing 
full-charge accounting for their clients. Payroll is a natural, high-retention, 
extension of these client services. 


Weinstein: With a payroll structure in place, many accountants may begin to 
explore HR administration as a new revenue source. Already, some accountants 
have begun to offer advice on retirement plans, workers’ compensation, and SUI 
(State Unemployment Insurance) management, and we expect this trend may 
grow in the coming years. 


Heeger: Payroll and HR services, such as Workers’ Compensation, provide year- 
round, rather than seasonal income. Most CPAs know that the more services 
they provide a client, the better their odds of retaining that client. One CPA told 
us that the chances of losing a client are 70% within three years if the. client's 
only service Is income taxes once a year. However, with payroll, the client has an 
ongoing relationship that increases retention. 








“Using less paper isn't the key driver here. It's all about 
running your business more efficiently.” 


What should CPAs carefully consider before offering 
payroll and HR solutions to their clients? 


Heeger: Consider providing reasonably priced payroll and HR solutions 
to clients that are easy, convenient and profitable for you. 


Bhansali: Introducing any new client service requires full commitment, planning 
and good execution. Payroll is no exception. A CPA firm that’s contemplating 
payroll service offerings should be committed to enlisting at least 30% to 40% 
of its client base within the first couple of years. 


Turek: CPAs must consider the resources it takes to manage and ensure a 
comprehensive payroll and HR solution. Many firms often find it challenging to 
provide all the functionality that clients have come to expect, and therefore, find 
their time is better spent focusing on higher-revenue-generating services. 


Digby: CPAs will want to know how a specific solution reflects on their 
reputation. How will the offering help their clients? Is it easy to use, understand 
and maintain? Also, will it add to the CPA’s workload because he or she will have 
to train clients? What is the quality of the customer's client service experience? 


Weinstein: In addition to cost, accountants should be mindful of the increased 
liability they assume when processing payroll. If they are going paperless, they 
should make sure their solution can archive historical data and provide round- 
the-clock remote access and direct data import. 
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Paille: CPAs should estimate the internal resources needed to handle payroll 
and HR services. They should conduct an initial ROI estimate on those resources 
and evaluate “opportunity loss” considerations to ensure that resources devoted 
to payroll don't cut into higher-margin offerings. 


Alter: If CPAs are going to resell a service, they need to find out how much 
time is involved in working with a payroll partner. What marketing support 
does the payroll service offer? Do they offer one dedicated customer service 
representative who will work with the CPA on all their client needs? Will the 
service take the tax deposit and filing work off the CPA’s plate? 





“Mortgages, real estate and other ancillary financial 
opportunities may present cyclical opportunities for CPAs, 
but payroll and HR administration isn’t going away.” 





What benchmarks can CPAs use to demonstrate the RO! 
of offering payroll solutions to their clients? 


Bhansali: The best benchmark is revenue generated per hour of a CPA's time. 
This is derived by dividing gross payroll fees by the supervisory time the CPA 
spends. 


Heeger: From a survey we conducted of 28,000 accounting professionals in 
2007, we learned that accountants using online payroll earned almost $90 per 
hour from this service. 


Digby: The math is pretty straightforward. You can get $200 or $300 for a payroll 
referral with the knowledge that someone will be looking over your client's 
shoulder when it comes to payroll and taxes. And if you decide some day to start 
your own payroll and HR practice, you can enter a wholesale relationship with a 
self-service provider and for $15 to $25 per EIN (Employer Identification Number) 
per month, you can process payroll for your clients and retail the payroll for four 
to five times that amount. 


Alter: See if your client retention rates improve after you start offering 
a payroll solution. Are you getting new clients more easily when you offer 
them payroll assistance? Are you more profitable overall because you offer 
a payroll solution? 


Paille: Look for better client retention, total revenue per client and 
realization rates. Accountants should also assess if they are attracting more 
clients or higher-revenue clients based on the addition of payroll services. 


As more firms automate payroll and HR functions, do you 
see heightened adoption of “paperless” options such as 
online pay stubs, employee reviews, e-filing of 1-9s, p-cards 
and the like? 


Alter: Every year, we add new features that allow our customers to be 
paperless. For example, last year we added online, pre-populated business 
forms. So, yes, we are big supporters of this trend. However, using less paper 
isn't the key driver here. It's all about running your business more efficiently. 


Paille: Absolutely. Just as electronic document management has become the 
norm for internal operations within many firms, paperless payroll processing 
will become the norm for payroll and HR services. 
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Bhansali: Certainly. Employers increasingly are opting for online pay stubs. 
Many companies already have online employee reviews and T & E expenses. 
Adoption of p-cards is slow because of state regulations. 


Digby: The trend toward paperless was initially strongest among larger 
employers who offered online tools for their employees supporting paperless 
functions. As more sophisticated payroll and HR functionality moves 
downstream to smaller businesses, online pay stubs and similar features are 
becoming commonplace. Paperless reduces stress on payroll and HR managers 
and gives employees faster access to their payroll and HR information. 


Heeger: Paperwork tends to be manual work, so it’s no surprise that CPAs 
lean toward paperless systems that allow them to file I-9s electronically and 
offer client self-service for pay stubs. Paperless payroll, or online payroll, 
aims to reduce or eliminate work. Paying federal and state payroll taxes and 
filing forms can be done electronically in a few clicks. Neither CPAs nor their 
clients should bother writing and mailing checks or printing forms. 


Can you share any success stories about CPAs who manage 
payroll and HR solutions for their clients? 


Bhansali: At first, Julius Janusz didn’t want to engage in payroll because he 
didn't think it would be a profitable service. But after speaking with one of our 
practice development consultants, he decided to give Payroll Relief a try. We 
helped him in every phase of starting and growing his payroll practice, and 
today he has 46 payroll clients. 


Heeger: David Awe, CPA, is able to do payroll for 74 clients with minimal 
administrative support using PayCycle. Many of David's payroll clients are 
parishes. Because the service is online, he's been able to take on a number of 
affiliated parishes that are out of state. David estimates that as much as 60% 
of his payroll business is from out-of-state clients. Another one of our CPA 
customers, Phil Christensen, can handle 85 payroll clients by giving his clients 
access to do most payroll functions themselves. 


Alter: Jamie Aggee began using SurePayroll’s reseller program so he could 
more efficiently service clients throughout the country. He turned to us after 
running payroll in-house for his clients for a number of years. He wanted to 
continue to offer payroll, but didn’t want the labor-intensive task of keeping up 
with the different payroll tax rules and regulations mandated by each state. Now 
he runs payroll for dozens of his clients using SurePayroll and says he saves a 
tremendous amount of time with our extremely user-friendly system. 


“We've seen increased acceptance of the Web for secure 
transactions and Software as a Service (SaaS) products.” 





Do you have any final takeaways for Journal of Accountancy — 
readers? 


Digby: Payroll and HR administration isn’t going away. Mortgage sales, real 
estate investments and other ancillary financial. opportunities may present 
cyclical opportunities for CPAs. However, payroll is a non-cyclical need that 
applies to every business. PayChoice has the tools to enable CPAs to build a 
new payroll and HR business in a way that suits each CPA firm, 


Bhansali: Today, Web-based payroll processing centers like Payroll Relief 
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have been designed for CPAs and accountants. These systems offer accounting 
professionals the same level of automation as service bureaus and completely 
relieve them of compliance headaches. CPAs can process 10 to 100 employees’ 
payrolls in minutes. 


Heeger: What many CPAs don't realize is how much client payroll has changed. 
Using online technology, PayCycle has made client payroll easy and convenient. 
We have nearly eliminated the paperwork associated with client payroll. To see 
how easy payroll can be, just go to www.PayCycle.com. 


Alter: When CPAs recommend or resell the right software as a service payroll 
solution, you no longer have to get copies or faxes or e-mails of payroll reports 
— they're online. You no longer have to send out checks or produce employee 
pay stubs — that happens automatically. You no longer have to worry about tax 
tables — the right online service manages that for you. You no longer have to 
worry about clients’ payroll tax deposits and filings — that happens even without 
having to click a button. 


Paille: At Thomson Reuters, we provide dedicated payroll support to firms at 
various levels. We offer software for firms that wish to process payrolls (Payroll 
CS); client payroll software for firms that prefer their clients process their own 
payrolls (CBS PayCheck); and even a payroll processing service for firms that 
prefer to outsource their clients’ payrolls (myPay Solutions). myPay Solutions 
is a service that provides firms with a dedicated payroll processing partner. 
Thomson Reuters payroll experts process client payrolls, just like a service 


MAC Can 


= Easy to use online payroll 


= 120,000 small 
businesses rely on us 


©2008 PA! Services, LLC - Payroll Associates. 


bureau, yet do not compete with firms for additional client services. 


Weinstein: New products such as ADP’s RUN powered by ADP Payroll 
for Accountants" offer a Web-based, fully hosted solution that requires no 
technology to purchase, install or manage. With only a Web browser, accountants 
can perform a full spectrum of payroll services — from basic payroll calculations to 
direct deposit and tax filing — for all of their clients with a single sign-on. 


Turek: We're proud that Paychex is the preferred provider of payroll and 
retirement services for the AICPA Business Solutions Program, which now has 
more than 20,000 CPA firms participating. The AICPA recently named Paychex the 
provider for the AICPA Firm-Based Member Retirement Program. Visit accounting. 
paychex.com to see why the AICPA has selected Paychex as a preferred provider, 
and learn more about the benefits this partnership can offer you. 


ee 


READER NOTE: Additional comments from this payroll & HR executive roundtable can be found in AICPA 
Insider™ e-newsletters throughout the month of September. Go to www.cpa2biz.com and click on the 
“Newsletter” tab at the upper right-hand corner of your screen. 
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Truths and myths revealed. 


by Sukanya Mitra 





Wouldn't it be great if you could go paperless with |-9 verifications? No 
missing files — just click the “Send” button and you're done! Well, guess what? 
|-9 e-verifications are now a reality, but there are some important factors to 
consider. 


The Immigration Reform and Control Act of 1986 governs the Form 1-9 
verification process. As most recruiters and HR managers know, Form |-9 
verification is usually conducted during a new hire’s orientation period. The 
law stipulates that U.S. employers cannot hire or continue to employ persons 
who are unauthorized to work in the U.S. If your company unintentionally or 
unwittingly hires unauthorized workers, your firm is liable for the penalties it 
would face if it had conducted fraud. 


Frauds and Penalties 


Penalties for improper completion of forms can range from $250 to $3,000 
depending on the type of “fraud” committed: 


* For improperly completing Form I-9, retaining it or not making it 
available for inspection, the fine ranges from $100 to $1,100 for each I-9. 


* For knowingly hiring or continuing to employ unauthorized workers, 
the fine ranges from $250 up to a whopping $11,000 per violation. 


+ Firms that show a set pattern of hiring unauthorized personnel are liable 
for criminal penalties of as much as $3,000 per employee and may be 
subject to six months in prison. Depending on the state in which firms 
are operating, this penalty can escalate to license suspension. 


All your I-9 forms are electronically archived, allowing 
easy retrieval of the records whenever necessary 


E-Verification Process Overview 


E-Verify is overseen by the Department of Homeland Security (DHS). It is now 
partnered with the Social Security Administration (SSA) and is the body through 
which eligibility of newly hired employees are verified. As of January 2008, 
States that partially require conducting the e-verification process include all 
practicing businesses in the state of Arizona; state contractors and government 
organizations in Colorado, Georgia, Minnesota, North Carolina and Oklahoma; 
and local government organizations in Mission Viejo, California. 


“Something to note about the electronic process is that both the employer and 
the employee completes the |-9 verification process online,” said Hudson Tree, 
director of talent management platforms at Sacramento, California-based Abso. 
This file is then stored in an electronic storage system. 


There are various methods by which employers can use the e-verification 
process, such as designated agents to conduct the process for them. 
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Are You Ready to File 1-9 Electronically? 


Why Use E-Verification Process? 


The main and most obvious reason to use the electronic process is to receive 
instant verifications of eligibility of new employees. With an electronic verification 
process, all your |-9 forms are electronically archived, allowing easy retrieval of 
the records whenever necessary. 


E-Verification Program Participation Rules 


There are seven rules to follow in order for your firm to be fully compliant: 


Rule #1: The employee must be newly hired, i.e., the employee must have 
“accepted” the position and Form |-9 must be completed before the 
employer initiates the verification inquiry. 


Rule #2: Employers are required to complete the verification query within 
three days of the new employee's start date. This rule remains the same 
whether you conduct the verification process via paper or electronically. 


Rule #3: Employers are not allowed to use the e-verify process for pre- 
screened applicants. The DHS only allows employers to use this process 
after an individual has been offered and has accepted a position. 


Rule #4: Employers can only verify employees who have been hired after 
the Memorandum of Understanding (MOU) has been executed. MOU was 
generated by the DHS in conjunction with the e-verify program and states 
that all designated agents, even those who work directly with DHS, must sign 
an agreernent adhering to the policies of the e-verification process. 


Rule #5: Employers cannot selectively use E-Verify. “Once you have run one 
employee through the e-verification process, you must run all subsequent new 
hires through the e-verification process,” said Tree. 


Rule #6: Employers cannot use E-Verify to re-validate employment. 
Exception: When an employee has been officially terminated and then 
re-hired at a later date and is treated as a new hire. 


Rule # 7: Employers are allowed to only accept List B identity documents 
that contain a photograph. This is only valid for e-verifiers. 


Rule #8: Employers are disallowed to change a job status based on 
a response received via e-verification. 


So why e-verify? The electronic process provides instant verification (even 
though the SSA requests you allow 48 hours). Often, you receive verification 
before you refresh your computer. Because it's an automated system, you can 
check the status of |-9s submitted electronically. Should an audit take place, you 
can go to the archived system and pull any files needed. 
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Sukanya Mitra is managing editor of the AICPA Insider™ e-newsletter group. Views expressed do not 
necessarily represent those of the AICPA or the Journal of Accountancy. 
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-How do you turn Payroll Processing 
into a highly profitable service? 


The same way the payroll service 
bureaus have—through full automation. 


Designed exclusively for accountants to offer 
highly profitable payroll services to their clients, 
award-winning web-based Payroll Relief® does 
virtually the entire payroll processing for you 
automatically—for as little as $0.50 per paycheck. 


¥ Easily process payrolls for companies with over 
1,000 employees 


¥ Complete payroll computation for federal, all 50 
states, and all localities 


v Direct deposit of employee/contractor paychecks 


Y Electronic filing of quarterly and yearly federal and 
state tax forms 


v¥ Electronic payment of federal and state taxes 


v Complete year-end processing including W-2's, 
W-3's, and 1099's 


¥ Printing of paychecks at your office or your client's 

¥Y 100% accuracy guarantee 

v Free support, training, and marketing assistance 

¥ Payroll Relief is privately labeled as your own service. 
Y and much more... 


Now you too can make payroll one of your most 
profitable client services. 





Accounta ntsWorld’ 


tok Highest rating! 


"Payroll Relief remains one of the strongest and best designed 
programs, standing at the heart of the revolution that’s bringing 
profitable payroll services back to accounting firms." 





To learn more, call 888-999-1366 
or visit www.AccountantsWorld.com/prac 





Do More. Do Better.” 


FREE Payroll 
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CPA Technology Advisor, Nov. 2007 


— Accounting Today, July 2005 
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Payroll Relief is a registered trademark of AccountantsWorld. 











Grand Hyatt San Francisco 
San Francisco, CA 
October 20-22, 2008 


CPE Credits: 18 (main) 3 (workshop) 
Pre-Conference Workshops: 
Monday, October 20th 9am-12noon 


Caesars Palace 
Las Vegas, NV 
October 23-24, 2008 


CPE Credits: 16 (main) and 4 (workshops) 
Pre-Conference Workshops: 
Wednesday, October 22, 2008 








CONFERENCE HIGHLIGHTS: 

e NCUA Keynote Address — NCUA Board 
Member Gigi Hyland 

e Credit Risk in a Recession Environment 

e Economic Overview 

e FASB and Accounting Update and Q&A 





CONFERENCE HIGHLIGHTS: 
e Capital Financing Alternatives 
e What's My Dealership Worth? 
e Mahindra Update 

e Legal and IRS Updates 








Presented by the AICPA and the North 
Carolina State University College 
of Management 


AICPA Boardroom 
New York, NY 
October 23-24, 2008 


CPE Credits: 13 


CONFERENCE HIGHLIGHTS: 

e Emerging Expectations for Boards 

e Risk Management Trends Communicating and 
Monitoring Risks 

e Turning ERM into strategic advantage 


Formely known as the AICPA Federal Tax Conference 


JW Marriott 
Pennsylvania Avenue 
Washington, DC 
October 27-28, 2008 


CPE Credits: 17.5 (main) up to 3 (workshops) 
Pre-Conference Workshops: 
Sunday, October 26, 2008 


CONFERENCE HIGHLIGHTS: 

© 6694 (preparer penalty standards) 

e |egislative forecast 

e Get ready for the post-election changes 
e IRS Audit planning 
¢ Economic challenges 

¢ NEW! Networking dinner 
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AICPA Governmental and Not-For-Profit 


Rio Hotel and Casino CONFERENCE HIGHLIGHTS: 

Las Vegas NV e |mplementation of July 2007 Government Auditing Standards 
: (Yellow Book) 

October 27-29, 2008 e Responding to results of the Federal Study of Single Audit 

CPE Credits: 25 (main), up to 4 (workshops) Quality Issues 

Pre-Conference Workshops: e Understanding the proposed NPO Principles of 

Sunday, October 26, 2008 Good Governance 


e Implementation of GASB’s OPEB Reporting Requirements 





_AICPA National Agriculture Conference 


Grand Hyatt Denver CONFERENCE HIGHLIGHTS: 
Denver, CO e Leading industry experts: 
: ai e Dr. David Kohl 
October 29-31, 2008 e Dr. Neil R. Harl 
CPE Credits: 17.5 e New A&A Standards and Updates 


e Income Tax Update 
e Farm Bill Update 





: Ll Lanoersny AICPA/FMD National Securities Industry Conference 


The Pierre Hotel CONFERENCE HIGHLIGHTS: 
New York, New York e Latest broker-dealer tax, accounting and auditing update 
October 30-31 ‘ 2008 'e SEC and FASB accounting updates 
e Securities industry regulatory roadmap 
CPE Credits: 14 e Sound governance practices for securities firm 








ADDITIONAL CONFERENCES 


| >» AICPA Not-For-Profit > Sophisticated Tax Planning }> AICPA/PDI National Oil and 
: Financial Executive Forum for Your Wealthy Clients - Gas Conference 

[ Disney's Grand Californian Resort? developed by Sid Kess Renaissance Austin 

ie and Spa at the TIAA-CREF Training Center Austin, TX 

| Anaheim, CA New York, NY | November 10-11, 2008 


November 6-7, 2008 November 10-11, 2008 








Looking for trust, expertise <& 
credibility in a valuation professional? 


Hire an ABV! 


CPAs are trusted advisers. 


CPAs with the Accredited in Business Valuation (ABV) 
Credential are recognized for their expertise and commitment 
to lifelong learning. 


The ABV is the only valuation credential soonsored by the American 
Institute of Certified Public Accountants, the national professional 
association for CPAs. 


Visit aic¢pa.org/FVS and click on Find An ABV to find an ABV in 
your area! 









Web: aicpa.org/FVS_ E-mail: FVSinfo@aicpa.org 








EXPOSURE DRAFTS OUTSTANDING 


(This list was compiled as of July 18, 2008. More current information may be available in The CPA Letter or at www.aicpa.org. 

Note: The policy for updating the list of exposure drafts is that a document should remain on the list until a final document has 

been issued or the project has been dropped. However, no comments will be received after the comments deadline has expired. 
The list is not all-inclusive but is intended to present the exposure drafts of particular interest to professional accountants.) 


Issue 
Date 


FASB 
6/6/08 


Comment 


Title or Description Deadline 


Accounting for Hedging Activities (an amendment of 8/15/08 


FASB Statement No. 133) 





6/5/08 Disclosure of Certain Loss Contingencies (an amendment 8/8/08 


of FASB Statements No. 5 and 141(R)) 





5/29/08 Conceptual Framework for Financial Reporting: 9/29/08 
The Objective of Financial Reporting and Qualitative 
Characteristics and Constraints of Decision-Useful 
Financial Reporting Information 
10/9/06 _— Not-for-Profit Organizations: Goodwill and Other 1/29/07 
Intangible Assets Acquired in a Merger or Acquisition 


(an amendment of FASB Statement No. 142) 





10/9/06 _— Not-for-Profit Organizations: Mergers and Acquisitions 1/29/07 


9/30/05 Earnings per Share—an amendment of FASB Statement 11/30/05 


No. 128 (revision of Exposure Draft issued 12/15/03) 
8/11/05 


Accounting for Transfers of Financial Assets—an 10/10/05 


amendment of FASB Statement No. 140 


AcSEC (AICPA) 
9/12/07 Proposed Audit and Accounting Guide, Airlines 


ASB (AICPA) 

6/12/08 Proposed Statement on Auditing Standards, 
Communicating Internal Control Related Matters 
Identified in an Audit (Amends AU Section 325, 
Communicating Internal Control Related Matters 
Identified in an Audit) 





12/15/07 





8/12/08 


6/12/08 Proposed Statement on Standards for Attestation 8/12/08 
Engagements, An Examination of an Entitys Internal 
Control Over Financial Reporting That Is Integrated 
With an Audit of Its Financial Statements (Supersedes 
AT Section 501, Reporting on an Entitys Internal Control 
Over Financial Reporting) 
4/30/08 Proposed Statement on Auditing Standards No. 114 6/30/08 
(Redrafted), The Auditors Communication With Those 
Charged With Governance 
6/30/08 


4/30/08 Proposed Statement on Auditing Standards No. 103 


(Redrafted), Audit Documentation 
5/9/05 Proposed Statement on Auditing Standards: 6/27/05 
Amendment to Statement on Auditing Standards No. 
69, The Meaning of Present Fairly in Conformity 
with Generally Accepted Accounting Principles, for 
Nongovernmental Entities 


OTHER (AICPA) 

8/13/07 __ Proposal of Professional Ethics Division, 
Interpretation‘on Networks and Network Firms 
and Proposed Related Definitions 





11/13/07 


5/15/07 8/15/07 


Proposed Interpretation 102-7, Other Considerations: 
Meeting the Objectives of the Fundamental Principles, 
and Proposed Framework for Meeting the Objectives 
of the Fundamental Principles 

Statement on Standards for Continuing Professional 8/1/01 


Education Programs 
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SEC 
6/26/02 


3/7/01 


_ Framework for Enhancing the Quality of Financial 9/3/02 
Information Through Improvement of Oversight 
of the Auditing Process; Release Nos. 33-8109; 


34-46120; 35-27543; IA-2039; IC-25624 


New additions appear in bold, blue type. 


























Issue Comment 

Date Title or Description Deadline 

5/10/02 Disclosure in Management’ Discussion and Analysis 7/19/02 
about the Application of Critical Accounting 
Policies (Release Nos. 33-8098; 34-45907) 
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4/12/02 Form 8-K Disclosure of Certain Management 6/24/02 
Transactions; Release No. 33-8090 

4/12/02 Form 8-K Disclosure of Certain Management 6/24/02 
Transactions; Release No. 34-45742 

2/18/00 SEC Concept Release: International Accounting Standards 5/23/00 

1/21/00 — Supplementary Financial Information 4/17/00 

GASB 

4/4/08 Service Efforts and Accomplishments Reporting—an 7/3/08 
amendment of GASB Concepts Statement No. 2 

2/29/08 Fund Balance Reporting and Governmental Fund Type 6/30/08 
Definitions 

IFAC 

7/15/08 Code of Ethics for Professional Accountants 10/15/08 

6/23/08 Costing to Drive Organizational Performance 9/12/08 

6/23/08 Evaluating and Improving Governance in Organizations 9/12/08 

3/10/08 Accounting and Financial Reporting for Service 8/1/08 
Concession Arrangements 

3/6/08 Social Benefits: Disclosure of Cash Transfers to 7/15/08 
Individuals or Households 

1/15/08 Proposed Redrafted International Standard on 4/15/08 
Auditing ISA 210 (Redrafted), Agreeing the Terms 
of Audit Engagements 

1/15/08 Proposed Redrafted International Standard on 4/15/08 
Auditing ISA 710 (Redrafted), Comparative 
Information—Corresponding Figures and Comparative 
Financial Statements 

12/21/07 Proposed New International Standard on Assurance 5/31/08 
Engagements ISAE 3402, Assurance Reports on 
Controls at a Third Party Service Organization 

12/21/07 Proposed New International Standard on Auditing 4/30/08 
ISA 265, Communicating Deficiencies in Internal 
Control 

12/21/07 Proposed Revised and Redrafted International 4/30/08 
Standard on Auditing ISA 402 (Revised and 
Redrafted), Audit Considerations Relating to an 
Entity Using a Third Party Service Organization 

12/21/07 pepo Redrafted International Standard on 3/31/08 
Auditing ISA 501 (Redrafted), Audit Evidence 
Ree Specific Financial Statement Account 
Balances and Disclosures 

12/21/07 Proposed Redrafted International Standards on 3/31/08 
Auditing ISA 520 (Redrafted), Analytical Procedures 

10/15/07 Proposed Revised and Redrafted International Standard 2/15/08 
on Auditing ISA 505 (Revised and Redrafted), External 
Confirmations 

10/15/07 Proposed Revised and Redrafted International Standard 2/15/08 
on Auditing ISA 620 (Revised and Redrafted), Using the 
Work of an Auditor's Expert 

10/1/07 Consultation Paper—Proposed Strategy for 2009-2011 11/30/07 

9/5/07 Amendments to IPSAS 4, The Effects of Changes in 12/31/07 


Foreign Exchange Rates 
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Comment 
Deadline 


Issue 
Date 


8/3/07 


Title or Description 

Proposed Redrafted International Standard on Auditing 11/30/07 
ISA 700 (Redrafted), The Independent Auditor’s Report 
on General Purpose Financial Statements 

8/3/07 Proposed Redrafted International Standard on Auditing 11/30/07 
ISA 705 (Revised and Redrafted), Modifications to the 
Opinion in the Independent Auditors Report 

8/3/07 Proposed Redrafted International Standard on Auditing 11/30/07 
ISA 706 (Revised and Redrafted), Emphasis of Matter 
Paragraphs and Other Matter(s) Paragraphs in the 
Independent Auditor's Report 

8/3/07 Proposed Redrafted International Standard on Auditing 1130/07 
ISA 800 (Revised and Redrafted), Special Consideration— 
Audits of Special Purpose Financial Statements and Specific 
Elements, Accounts or Items of a Financial Statement 

8/3/07 Proposed Redrafted International Standard on Auditing 11/30/07 
ISA 805 (Revised and Redrafted), Engagements to 
Report on Summary Financial Statements 

7/31/07 Proposed Redrafted International Standard on Auditing 10/31/07 
ISA 510 (Redrafted), Initial Audit Engagements—Opening 
Balances 

7/31/07 


Proposed Redrafted International Standard on Auditing 10/31/07 


ISA 530 (Redrafted), Audit Sampling 
5/1/07 ISA 250 (Redrafted), The Auditors Responsibilities 7/31/07 

Relating to Laws and Regulations in an Audit of 

Financial Statements 
5/1/07 ISA 200 (Revised and Redrafted), Overall Objective 
of the Independent Auditor, and the Conduct of an 
Audit in Accordance With International Standards 
on Auditing 


9/15/07 





5/1/07 ISA 500 (Redrafted), Considering the Relevance and 


Reliability of Audit Evidence 


9/15/07 


3/1/07 Proposed Redrafted Intemational Standard on 5/31/07 


Auditing, ISA 570 (Redrafted), Going Concern 
3/1/07 Proposed Revised and Redrafted International 6/30/07 
Standard on Auditing ISA 550 (Revised and Redrafted), 


Related Parties 





12/29/06 Proposed Revised Section 290 of the Code of Ethics 4/30/07 
for Professional Accountants, Independence—Audit 
and Review Engagements, and Proposed Section 291, 


Independence—Other Assurance Engagements 





12/22/06 Proposed Redrafted International Standard on 
Auditing ISA 610 (Redrafted), The Auditors 
Consideration of the Internal Audit Function 


3/31/07 





Financial Accounting Standards Board (Order Department, Financial 
Accounting Standards Board, 401 Merritt 7, RO. Box 5116, Norwalk, 
CT 06856-5116); www.fasb.org / 


FASB-— 


~GASB-_ Governmental-Accounting Standards Board (Order Department, 
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GASB NO. 53 


Statement No. 53 of the 
Governmental Accounting Standards 
Board-Accounting and Financial 
Reporting for Derivative Instruments 


SUMMARY 

This Statement addresses the recognition, meas- 
urement, and disclosure of information regarding 
derivative instruments entered into by state and local 
governments. Derivative instruments are often com- 
plex financial arrangements used by governments to 
manage specific risks or to make investments. By 
entering into these arrangements, governments 


receive and make payments based on market prices . 


without actually entering into the related financial 
or commodity transactions. Derivative instruments 
associated with changing financial and commodity 
prices result in changing cash flows and fair values 
that can be used as effective risk management or 
investment tools. Derivative instruments, however, 
also can expose governments to significant risks and 
liabilities. Common types of derivative instruments 
used by governments include interest rate and com- 
modity swaps, interest rate locks, options (caps, 
floors, and collars), swaptions, forward contracts, 
and futures contracts. 

Governments enter into derivative instruments 
as investments; as hedges of identified financial risks 
associated with assets or liabilities, or expected 
transactions (that is, hedgeable items); or to lower 
the costs of borrowings. Governments often enter 
into derivative instruments with the intention of 
effectively fixing cash flows or synthetically fixing 
prices. For example, a government with variable- 
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rate debt may enter into a derivative instrument 
designed to synthetically fix the debt’s interest rate, 
thereby hedging the risk that rising interest rates will 
negatively affect cash flows. Governments also enter 
into derivative instruments to offset the changes in 
fair value of hedgeable items. 

A key provision in this Statement is that deriv- 
ative instruments covered in its scope, with the 
exception of synthetic guaranteed investment con- 
tracts (SGICs) that are fully benefit-responsive, are 
reported at fair value. For many derivative instru- 
ments, historical prices are zero because their terms 
are developed so that the instruments may be 
entered into without a payment being received or 
made. The changes in fair value of derivative instru- 
ments that are used for investment purposes or that 
are reported as investment derivative instruments 
because of ineffectiveness are reported within the 
investment revenue classification. Alternatively, the 
changes in fair value of derivative instruments that 
are classified as hedging derivative instruments are 
reported in the statement of net assets as deferrals. 

Derivative instruments associated with hedgeable 
items that are determined to be effective in reducing 
exposures to identified financial risks are considered 
hedging derivative instruments. Effectiveness is deter- 
mined by considering whether the changes in cash 
flows or fair values of the potential hedging deriva- 
tive instrument substantially offset the changes in 
cash flows or fair values of the hedgeable item. In 
these instances, hedge accounting should be 
applied. Under hedge accounting, the changes in fair 
values of the hedging derivative instrument are 
reported as either deferred inflows or deferred out- 
flows in a government’ statement of net assets. 

Much of this Statement describes the methods 
of evaluating effectiveness. The consistent critical 
terms method considers the terms of the potential 
hedging derivative instrument and the hedgeable 
item. If relevant terms match or in certain instances 
are similar, a potential hedging derivative instrument 
is determined to be effective. The other methods are 
based on quantitative analyses. The synthetic instru- 
ment method considers whether a fixed rate or price 
has been established within a prescribed range. The 
dollar-offset method evaluates changes in expected 
cash flows or fair values over time between the 
potential hedging derivative instrument and the 
hedgeable item. The regression analysis method con- 
siders the relationship between changes in the cash 
flows or fair values of the potential hedging deriva- 
tive instrument and the hedgeable item. In these 
methods, critical and quantitative values are evalu- 
ated to determine whether a potential hedging deriv- 


ative instrument is effective. Quantitative methods 
other than those specified in the Statement are per- 
mitted, provided that they address whether the’ 
changes in cash flows or fair values of the potential 
hedging derivative instrument substantially offset the 
changes in cash flows or fair values of the hedgeable 
item. 

The disclosures required by Technical Bulletin No. 
2003-1, Disclosure Requirements for Derivatives Not 
Reported at Fair Value on the Statement of Net Assets, 
have been incorporated into this Statement. The 
objectives, terms, and risks of hedging derivative 
instruments are required disclosures. Disclosures also 
include a summary of derivative instrament activity 
that provides an indication of the location of fair value 
amounts reported on the financial statements. The dis- 
closures for investment derivative instruments are sim- 
ilar to the disclosures of other investments. 

The requirements of this Statement are effective 
for financial statements for periods beginning after 
June 15, 2009. Earlier application is encouraged. 
For potential hedging derivative instruments exist- 
ing prior to the fiscal period during which this 
Statement is implemented, the evaluation of effec- 
tiveness should be performed as of the end of the 
current period. If determined to be effective, hedg- 
ing derivative instruments are reported as if they 
were effective from their inception. If determined 
to be ineffective, the potential hedging derivative 
instrument is then evaluated as of the end of the 
prior reporting period. 


How the Changes in This Statement 
Improve Financial Reporting 

The guidance in this Statement improves finan- 
cial reporting by requiring governments to meas- 
ure derivative instruments, with the exception of 
SGICs that are fully benefit-responsive, at fair value 
in their economic resources measurement focus 
financial statements. These improvements should 
allow users of those financial statements to more 
fully understand a government’ resources available 
to provide services. The application of interperiod 
equity means that changes in fair value are recog- 
nized in the reporting period to which they relate. 
The changes in fair value of hedging derivative 
instruments do not affect investment revenue but 
are reported as deferrals. On the other hand, the 
changes in fair value of investment derivative instru- 
ments (which include ineffective hedging derivative 
instruments) are reported as part of investment rey- 
enue in the current reporting period. The disclo- 
sures provide a summary of the governments 
derivative instrument activity and the information 
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necessary to assess the governments objectives for 
derivative instruments, their significant terms, and 
the risks associated with the derivative instruments. 


Unless otherwise specified, pronouncements of 
the GASB apply to financial reports of all state 
and local governmental entities, including gen- 
eral purpose governments; public benefit cor- 


porations and authorities; public employee 
retirement systems; and public utilities, hos- 
pitals and other healthcare providers, and col- 
leges and universities. Paragraphs 4-6 discuss 
the applicability of this Statement. 
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INTRODUCTION 

1. Derivative instruments are often complex 
financial arrangements used by governments to 
manage specific risks or to make investments. 
Governments enter into derivative instruments 
with other parties, frequently private-sector finan- 
cial firms. The fair values and cash flows of deriv- 
ative instruments are derived from or determined 
by other data, such as bond or commodity prices 
or indexes based on those prices. By entering into 
these arrangements, governments receive and make 
payments based on prices without actually enter- 
ing into the related financial or commodity trans- 
actions. Changing financial and commodity prices 
may expose governments to changes in cash flows 
and fair values that can be effectively managed by 
using derivative instruments. Derivative instru- 
ments, however, also can expose governments to 
significant risks and liabilities. 

2. The objective of this Statement is to enhance the 
usefulness and comparability of derivative instrument 
information reported by state and local governments. 
This Statement provides a comprehensive framework 
for the measurement, recognition, and disclosure of 
derivative instrument transactions. 


Organization of This Statement 

3. This Statement begins with the scope and appli- 
cability (paragraphs 4-6) of the standard, then 
defines derivative instruments for the purposes of 
financial reporting by state and local governments 
(paragraphs 7—13) and describes certain financial 
instruments! that are excluded from the scope of 
the Statement (paragraphs 14-18). This Statement 
then presents the requirements for the recognition 
and measurement of derivative instruments, 
including termination of hedge accounting (para- 
graphs 19-25). The largest section of this 
Statement describes the general circumstances 
under which a derivative instrument is considered 
a hedging derivative instrument (paragraphs 26 
and 27), items that may be hedged (paragraphs 


- 28-30), and the specific methods for evaluating 


whether a potential hedging derivative instru- 
ment is effective (paragraphs 31-62). Separate cri- 
teria are presented for hedges of financial 
instruments (paragraphs 34-48) and commodities 
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1. Terms that are defined in the Glossary are shown in boldface type 
the first time they appear in this Statement. 


(paragraphs 49-62). This Statement continues by 
providing measurement guidance for hybrid instru- 
ments and fully benefit-responsive synthetic guar- 
anteed investment contracts (SGICs) (paragraphs 
63-67). Finally, the authoritative portion of this 
Statement concludes by describing required note 
disclosures (paragraphs 68-79) and transition guid- 
ance (paragraphs 80 and 81). 


STANDARDS OF GOVERNMENTAL 


- ACCOUNTING AND FINANCIAL 


REPORTING 


Scope and Applicability 
4. This Statement establishes accounting and finan- 
cial reporting standards for all state and local govern- 
ments that enter into derivative instruments as 
defined in this Statement. The scope of this Statement 
excludes the following financial instruments: 
a. Derivative instruments that are normal purchas- 
es and normal sales contracts (see paragraph 14) 
b. Insurance contracts accounted for under 
Statement No. 10, Accounting and Financial 
Reporting for Risk Financing and Related Insurance 
Issues, as amended (see paragraph 15) 
c. Certain financial guarantee contracts (see para- 
graph 16) 
d. Certain contracts that are not exchange-traded 
(see paragraph 17) 
e. Loan commitments (see paragraph 18). 
5. For derivative instruments reported in financial 
statements prepared using the current financial 
resources measurement focus, the recognition and 
measurement provisions of this Statement (para- 
graphs 19-25) should not be applied. 
6. This Statement supersedes Technical Bulletin No. 
2003-1, Disclosure Requirements for Derivatives Not 
Reported at Fair Value on the Statement of Net Assets, 
and amends Statement No. 7, Advance Refundings 
Resulting in Defeasance of Debt, paragraph 11; 
Statement No. 23, Accounting and Financial Reporting 
for Refundings of Debt Reported by Proprietary Activities, 
footnote 4; Statement No. 25, Financial Reporting for 
Defined Benefit Pension Plans and Note Disclosures for 
Defined Contribution Plans, paragraph 24, Statement 
No. 31, Accounting and Financial Reporting for Certain 
Investments and for External Investment Pools, para- 
graphs 2, 7, and 11; Statement No. 40, Deposit and 
Investment Risk Disclosures, paragraphs 7, 11, 14, and 
16; and Statement No. 43, Financial Reporting for 
Postemployment Benefit Plans Other Than Pension Plans, 
paragraph 22. 


Definition of Derivative Instruments 

7. A derivative instrument is a financial instrument 

or other contract that has all of the following char- 

acteristics: 

a. Settlement factors. It has (1) one or more refer- 
ence rates? and (2) one or more notional 
amounts’ or payment provisions or both. Those 
terms determine the amount of the settlement 
or settlements and, in some cases, whether or 





2. Reference rates also may include reference indexes or underlyings. 
3. Sometimes other names are used. For example, the notional 
amount is called a face amount in some contracts. 


(continued on page 128) 
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not a settlement is required.* Settlement factors 
are more fully described in paragraphs 9 and 10. 

b. Leverage. It requires no initial net investment or 
an initial net investment that is smaller than 
would be required for other types of contracts 
that would be expected to have a similar 
response to changes in market factors. 
Leverage is more fully described in paragraphs 
ll and 12. 

c. Net settlement. Its terms require or permit net 
settlement, it can readily be settled net by a 
means outside the contract, or it provides for 
delivery of an asset that puts the recipient in a 
position not substantially different from net set- 
tlement. Net settlement is more fully described 
in paragraph 13. 

8. A derivative instrument that is embedded in a 

financial instrument or contract should be evaluat- 

ed in accordance with the hybrid instrument guid- 
ance in paragraphs 63-66. Fully benefit-responsive 

SGICs should be measured and reported in accor- 

dance with the guidance in paragraphs 67 and 79, 

respectively. 


Settlement Factors 
9. Settlement factors that are relevant to the defini- 
tion of a derivative instrument include the reference 
rate, notional amount, and payment provisions. A ref- 
erence rate is a specified interest rate, security price, 
commodity price, foreign exchange rate, index of 
prices or rates, or other variable (including the occur- 
rence or nonoccurrence of a specified event such as 
a scheduled payment under a contract). A reference 
rate may be a price or rate of an asset or liability but 
is not the asset or liability itself and may be any vari- 
able that has changes that are observable or other- 
wise objectively verifiable, such as: 
A security price or security price index 
A commodity price or commodity price index 
An interest rate or interest rate index 
A credit rating or credit index 
An exchange rate or exchange rate index 
An insurance index or catastrophe loss index 
A climatic or geological condition (such as tem- 
perature, earthquake severity, or rainfall), anoth- 
er physical variable, or a related index. 
Common reference rates are the London Interbank 
Offered Rate (LIBOR), the Securities Industry 
and Financial Markets Association (SIFMA) swap 
index, the AAA general obligations index pub- 
lished by Municipal Market Data, or a commodity 
pricing point. For example, a commodity swap’s 
variable payment may be linked to the price of No. 
2 heating oil at the New York City harbor pricing 
point. 
10. Another settlement factor is the notional 
amount. The notional amount is the number of cur- 
rency units, shares, bushels, pounds, or other units 
specified in the derivative instrument. The notion- 
al amount and reference rate are key factors of a 
derivative instrument’ settlement payment. Other 
factors, such as the change in a reference rate over 
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4. The terms reference rate, notional amount, payment provision, and 
setilement are intended to include the plural forms in the remainder 
of this Statement. 


time also may enter the calculation of a settlement 
payment. Finally, a payment provision may speci- 
fy a payment to be made if the reference rate behaves 
ina specified manner, such as the three-month aver- 
age of fuel prices at a certain pricing point that 
exceeds a certain price. 


Leverage 

11. Leverage is achieved by either a small or no ini- 
tial net investment that allows for the derivative 
instrument to have changing cash flows or fair val- 
ues that replicate an instrument that normally 
would require a much larger investment. For exam- 
ple, an interest rate swap may require no initial 
net investment. The swap’s fair value, however, will 
change as if the holder of the swap had made an 
initial net investment in a fixed-rate instrument with 
a principal amount equal to the swap’s notional 
value. ; 

12. Derivative instruments do not require initial net 
investments that are equal to the notional amounts 
(or the notional amounts plus a premium or minus 
a discount) or that are determined by applying the 
notional amount to the reference rate. Many deriv- 
ative instruments require no initial net investment. 
Some derivative instruments require an ‘initial net 
investment as compensation for the time value of 
an option (for example, a premium on an option) 
or for terms that are more or less favorable than mar- 
ket conditions (for example, a premium on a for- 
ward purchase contract with a price less than the 
current forward price). Other derivative instruments 
require a mutual exchange of currencies or other 
assets at inception, in which case the net investment 
is the difference between the fair values of the assets 
exchanged. 


Net Settlement 

13. A financial instrument or other contract meets 

the net settlement characteristic if its settlement pro- 

visions meet one of the following criteria: 

a. Neither party is required to deliver an asset that 
is associated with the reference rate and that has 
a principal amount, stated amount, face value, 
number of shares, or other denomination that 
is equal to the notional amount (or the notion- 
al amount plus a premium or minus a discount) 
of the financial instrument. For example, most 
interest rate swaps do not require that either 
party deliver cash or interest-bearing assets with 
a principal amount equal to the notional 
amount of the contract. 

b. One of the parties is required to deliver an asset 
of the type described in paragraph 13a, but 
there is a market mechanism that facilitates net 
settlement. An example of that type of market 
mechanism is a futures exchange that offers a 
ready opportunity to enter into an offsetting 
contract. 

c. One of the parties is required to deliver an asset 
of the type described in paragraph 13a, but that 
asset is readily convertible to cash or is itself a 
derivative instrument. An example of that type 
of contract is a forward contract that requires 
delivery of a bond. Another example is a swap- 


tion—an option to require delivery of a swap 
contract, which is a derivative instrument. 


Financial Instruments Not Included in the 
Scope of This Statement 

14. Normal purchases and normal sales contracts. 
Some governments enter into contracts that may 
meet the definition of a derivative instrument, but 
the contracts are intended to result in the purchase 
or sale of a commodity, such as natural gas or elec- 
tricity, used in the normal course of operations. - 
These contracts are distinguished from other pur- 
chases and sales contracts by their net settlement 
feature. That is, the government may have a choice 
to take or make delivery of the commodity or 
exchange the cash value of the contract to termi- 
nate the government’ rights or obligations. These 
contracts are not included in the scope of this 
Statement, provided that it is probable the govern- 
ment will take or make delivery of the commodity 
specified in the derivative instrument. Indicators of 
normal purchases and normal sales contracts are (a) 
the government has entered into such a contract in 
the past, (b) the government has a practice of tak- 
ing delivery or selling the commodity, and (c) the 
quantity of the commodity in the contract is con- 
sistent with the volume used in the government’s 
activities. For example, a government’ natural gas 
utility enters into a contract to purchase natural gas 
from a regional transportation pipeline. Settlement 
provisions of the contract permit the utility either 
to take delivery of the gas or to pay or receive a set- 
tlement price. This government routinely enters into 
similar contracts and takes delivery of the gas. The 
volume of gas specified in the contract is consistent 
with the volume expected to be sold to its customers 
for this time period. This contract is a normal pur- 
chase contract and, therefore, is outside the scope 
of this Statement. 

15. Insurance contracts. Insurance contracts that are 
accounted for under Statement 10, as amended, are 
not included in the scope of this Statement. 
Insurance contracts that are not accounted for under 
Statement 10 and meet the definition of a deriva- 
tive instrument, however, are included in the scope 
of this Statement. 

16. Certain financial guarantee contracts. Financial 
guarantee contracts that provide for payments to be 
made to reimburse the holder for a loss it incurs 
because a specified debtor fails to make payment 
when due under the terms of a debt instrument are 
not included in the scope of this Statement. Financial 
guarantee contracts, however, that provide for pay- 
ments to be made in response to changes in a ref- 
erence rate are included in the scope of this 
Statement if they otherwise meet the definition of a 
derivative instrument. For example, a financial guar- 
antee contract that provides for payments to be made 
if the credit rating of a debtor falls below a particu- 
lar level is within the scope of this Statement. 

17. Certain contracts that are not exchange-traded. A 





5. Ifa contract represents a significant commitment (National Coun- 
cil of Governmental Accounting Statement 1, Governmental Account- 
ing and Financial Reporting Principles, paragraph 158), the commit- 
ment should be disclosed in the notes to the financial statements. 
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contract is not included in the scope of this 
Statement if the contract is not exchange-traded and 
its reference rate is based on one of the following: 
a. Aclimatic, geological, or other physical variable 
b. A price or value of-a nonfinancial asset. The 
nonfinancial asset should not be readily convert- 
ible to cash. For example, a government enters 
into a contract for the purchase of a fleet of vehi- 
cles. If either party to the contract fails to per- 
form its obligations, the contract provides for 
liquidated damages as a percentage of the value 
of the vehicles. The liquidated damages provi- 
sion is related to the acquisition of the seller's 
nonfinancial assets. Even though the contract 
meets the definition of a derivative instrument, 
it is not subject to the scope of this Statement. 
18. Loan commitments. Some governments extend 
loan commitments, such as to first-time home buy- 
ers for mortgage loans, that may meet the defini- 
tion of a derivative instrument. Such loan 
commitments are not included in the scope of this 
Statement. 


Recognition and Measurement of 
Derivative Instruments 

19. Derivative instruments should be reported on 
the statement of net assets.° The classification of 
derivative instruments depends on whether they 
represent assets or liabilities. 

20. Derivative instruments should be measured at 
fair value, except for the measurement of fully ben- 
efit-responsive SGICs as provided in paragraph 67. 
Changes in fair values of investment derivative 
instruments, including derivative instruments that 
are determined to be ineffective, should be report- 
ed within the investment revenue classification on 
the flow of resources statement.’ Changes in fair 
values of hedging derivative instruments should be 
recognized through the application of hedge 
accounting. Under hedge accounting, the changes 
in fair values of hedging derivative instruments are 
reported as either deferred inflows or deferred out- 
flows in the statement of net assets.* For example, 
the increase in fair value of an interest rate swap that 
is a hedging derivative instrument should be report- 
ed as a deferred inflow in the statement of net assets. 
In proprietary and fiduciary fund-based financial 
statements, the fund that reports or is expected to 
report the hedged item should report the hedging 
derivative instrument. Hedge accounting should be 
applied beginning in the period that a hedging 
derivative instrument is established and until a ter- 
mination event occurs. Termination events are more 





6. For purposes of this Statement, the term statement of net assets in- 
cludes both the government-wide and the proprietary fund state- 
ments of net assets, and the statement of fiduciary net assets, required 
to be presented as components of the basic financial statements as 
discussed in Statement No. 34, Basic Financial Statements—and Man- 
agement’ Discussion and Analysis—for State and Local Governments. 
7. For purposes of this Statement, the term flow of resources statement 
includes the statement of activities; the statement of revenues, ex- 
penses, and changes in fund net assets; and the statement of changes 
in fiduciary net assets required to be reported as components of the 
basic financial statements. 

8. Business-type activities and enterprise funds that apply Financial 
Accounting Standards Board Statement No. 71, Accounting. ‘for the Ef- 
fects of Certain Types of Regulation, should apply the provisions of this 
Statement. Only when a derivative instrument is determined to be 
ineffective should the provisions of FASB Statement 71 be applied. 


fully described in paragraphs 22-25. 

21. Fair value should be measured by the market 
price if there is an active market for the derivative 
instrument. Ifa market price is not available, a fore- 
cast of expected cash flows may be used, provided 
that the expected cash flows are discounted. 
Formula-based methods and mathematical meth- 
ods are acceptable, for example, matrix pricing, the 
zero-coupon method, and the par-value method. 
Matrix pricing is a mathematical technique used 
principally to value debt securities by relying on the 
securities’ relationship to other benchmark quoted 
securities without relying exclusively on quoted 
prices for the specific securities. The zero-coupon 
method calculates the future net settlement pay- 
ments based on current forward rates implied by 
the yield curve. The par-value method compares, 
for example, the fixed rate on an interest rate swap 
with the current fixed rates that could be achieved 
in the marketplace. Fair values of options may be 
based on an option pricing model, such as the 
Black—Scholes—Merton model. That model consid- 
ers probabilities, volatilities, time, settlement 
prices, and other variables. Fair values developed 
by pricing services are acceptable, provided that 
those values are developed using the methods 
described in this paragraph.” 


Termination of Hedge Accounting 

22. Hedge accounting should cease to be applied 

upon the occurrence of one of the following termi- 

nation events: 

a. The hedging derivative instrument is no longer 
effective as determined by applying the criteria 
in paragraphs 26-62. 

b. The likelihood that a hedged expected trans- 
action will occur is no longer probable. 

c. The hedged asset or liability, such as a hedged 
bond, is sold or retired but not reported as a cur- 
rent refunding or advanced refunding resulting 
in a defeasance of debt. 

d. The hedging derivative instrument is terminated. 

e. A current refunding or advanced refunding 
resulting in the defeasance of the hedged debt 
is executed. 

f. The hedged expected transaction occurs, such 
as the purchase of an energy commodity or the 
sale of bonds. 

23. If a termination event described in paragraphs 

22a—d occurs, the balance in the deferral account 

should be reported on the flow of resources state- 
ment within the investment revenue classification. 

If reported separately within investment revenue, the 

removal of the balance in the deferral account should 

be captioned increase (decrease) upon hedge termina- 
tion. Once the termination event has occurred, hedge 
accounting should not be reapplied to that hedging 
relationship. A derivative instrument from a termi- 
nated hedge, however, may be employed as a hedg- 
ing derivative instrument in a new hedge, provided 
that the derivative instrument meets the criteria of 
paragraphs 26-62. 





9. Pricing services may decline to provide information about the 
methods and assumptions used. In such cases, this Statement re- 
quires an assessment based on the information received. 


24. If the termination event is the current refund- 
ing or advanced refunding resulting in the defea- 
sance of the hedged debt (paragraph 22e), the 
balance of the deferral account should be included 
in the net carrying amount of the old debt for pur- 
poses of calculating the difference between that 
amount and the reacquisition price of the old debt 
in accordance with paragraphs 4 and 5 of Statement 
23. This approach should be applied regardless of 
whether the hedging derivative instrument is ter- 
minated, notwithstanding paragraph 23. The cal- 
culation of the difference between the cash flows 
required to service the old debt and the cash flows 
required to service the new debt and complete the 
refunding and the economic gain or loss resulting 

from the transaction, as required by paragraph 11 

of Statement 7, should include the effects of a hedg- 

ing derivative instrument. 

25. If the termination event is the occurrence of the 

hedged expected transaction (paragraph 22f), the 

disposition of the deferral balance depends on 
whether the hedged expected transaction results in 

a financial instrument or a commodity. 

a. Ifthe expected transaction results in a financial 
instrument, the accounting treatment depends 
on whether the government is reexposed to the 
hedged risk. 

(1) If the government is reexposed to the 
hedged risk, the balance of the deferral 
account should be recognized on the flow 
of resources statement within the invest- 
ment revenue classification. 

(2) If the government is not reexposed to the 
hedged risk, the balance in the deferral 
account should be reported on the flow of 
resources statement consistent with the 
hedged item. For example, a government 
hedges its exposure to interest rate risk 
associated with the expected issuance of 
fixed-rate debt using a hedging derivative 
instrument, an interest rate lock. The inter- 
est rate lock terminates on the date of the 
expected issuance of debt. If the fixed-rate 
bonds are issued and the interest rate lock 
is terminated, the government is no longer 
exposed to interest rate risk. In this case, the 
deferral account should be amortized in a 
systematic and rational manner over the life 
of the debt as an adjustment of interest 
expense. 

The decision as to whether a termination event 
reexposes a government to a hedged risk should 
be based on specific facts and circumstances. If, 
for example, the interest rate lock in the earli- 
er example is terminated shortly before fixed- 
rate bonds are issued, the government should 
consider whether during that interim period, 
the government’ exposure to interest rate risk 
was significant. If the interim time period or the 
reexposure to the identified financial risk is sig- 
nificant, the amount in the deferral account 
should be removed by recognizing that balance 
in the flow of resources statement. 

b. Ifthe expected transaction results in a commod- 
ity, the balance of the deferral account should 

(continued on page 130) 
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be removed by reporting the balance as an 
adjustment to the actual transaction. For exam- 
ple, if the expected transaction is a hedge of 
market risk associated with the purchase of 
electricity and the purchase occurs, the balance 
of the deferral account related to the hedging 
derivative instrument should be removed by 
reporting the balance as an adjustment to the 
cost of energy. 


Hedging Derivative Instruments 
26. There are a number of assets, liabilities, and 
expected transactions that expose a government to 
the risk of adverse changes in cash flows and fair 
values. Hedging is one method that governments 
employ to reduce identified financial risks (for 
example, to counter increases in interest costs, to 
offset price increases in the acquisition of commodi- 
ties, or to protect against fair value losses). Derivative 
instruments utilized in hedging relationships are 
designed to reduce identified financial risks by off- 
setting changes in cash flows or fair values of the 
associated item. 

27. A hedging derivative instrument is established 

if both of the following criteria are met: 

a. The derivative instrument is associated with a 
hedgeable item. Association is established by con- 
sideration of the facts and circumstances of the 
derivative instrument, including whether: 

(1) The notional amount of the derivative 
instrument is consistent with the principal 
amount or quantity of the hedgeable item. 

(2) The derivative instrument will be reported 
in the same fund, if applicable, as the hedge- 
able item. 

(3) The term or time period of the derivative 
instrument is consistent with the term or 
time period of the hedgeable item. 

Hedgeable items are further described in para- 
graphs 28-30. A derivative instrument that is 
associated with a hedgeable item but has yet to 
be determined effective in significantly reduc- 
ing the identified financial risk (paragraph 27b) 
is referred to in this Statement as a potential 
hedging derivative instrument. 

b. The potential hedging derivative instrument is effec- 
tive in significantly reducing the identified financial 
risk. Effectiveness is established if the changes 
in cash flows or fair values of the potential hedg- 
ing derivative instrument substantially offset the 
changes in cash flows or fair values of the hedge- 
able item. The evaluation of effectiveness is fur- 
ther described in paragraphs 31-62. 


Hedgeable Items 

28. Hedgeable items expose a government to iden- 

tified financial risks that can be expressed in terms 

of exposure to adverse changes in cash flows or fair 

values. Hedgeable items can be all or a specific por- 

tion of: 

a. Asingle asset or liability, for example, an entire 
bond issue or a specific portion of a bond issue. 

b. Groups of similar assets or liabilities. If similar 
assets or similar liabilities are aggregated and 
hedged as a group, all of the individual assets 


or individual liabilities in the group are required 
to be exposed to the same identified financial 
risk that is being hedged. 

c. An expected transaction (paragraph 29). 

Assets and liabilities that are measured at fair 

value—such as investments in many debt securi- 

ties—do not qualify as hedgeable items. 

29. Hedges of expected transactions. For an expected 

transaction to be a hedgeable item, the occurrence 

of the expected transaction should be probable, sup- 
ported by observable facts such as: 

a. The frequency, volume, and amount of past 
transactions 

b. The financial, operational, and legal ability of 
the government to carry out the transaction (for 
example, whether the voters have approved a 
bond issue or tax levy) 

c. The extent of loss or disruption to a govern- 
ment’ activities that could result if the transac= 
tion does not occur 

d. The governments budget or other planning doc- 
uments. 

If an expected transaction is a hedgeable item, the 

evaluation of effectiveness should consider the prob- 

able terms of the expected transaction compared to 
the terms of the potential hedging derivative instru- 
ment. 

30. Hedges of intra-entity transactions. A transaction 

or expected transaction between a primary govern- 

ment and a discretely presented component unit can 

be a hedgeable item. A transaction wholly within a 

primary government—for example, a commitment 

to sell electricity by a city’s electric utility (an enter- 
prise fund of the city) to the city’s general fund gov- 
ernmental operations—cannot be a hedgeable item. 


Methods of Evaluating Effectiveness 
31. Potential hedging derivative instruments 
should be evaluated for effectiveness as of the end 
of each reporting period using a method described 
in paragraphs 36-62. The extent to which these 
methods are required to be applied in the evalua- 
tion of effectiveness is as follows: 

a. Evaluation of effectiveness in the first reporting peri- 
od. If a potential hedging derivative instrument 
is first evaluated using the consistent critical 
terms method (paragraphs 36-39 and 50-53) 
and does not meet the criteria for effectiveness 
of that method, at least one quantitative 
method (paragraphs 40-48 and 54-62) also 
should be applied before concluding that the 
potential hedging derivative instrument is inef- 
fective. If a potential hedging derivative instru- 
ment is first evaluated using a quantitative 
method and does not meet the criteria for effec- 
tiveness of that method, a government may, but 
is not required to, apply another quantitative 
method(s) before concluding that the potential 
hedging derivative instrument is ineffective. If 
it is determined that a potential hedging deriv- 
ative instrument is ineffective in the first report- 
ing period, evaluation of effectiveness in 
subsequent reporting periods should not be per- 
formed for financial reporting purposes. 

b. Evaluation of effectiveness in subsequent reporting 


periods. All potential hedging derivative instru- 
ments that were determined to be hedging 
derivative instruments in the prior reporting 
period should be re-evaluated as of the end of 
the current reporting period using the method 
that was applied in the prior reporting period. 
If that method is applied and the hedging deriv- 
ative instrument no longer meets the criteria for 
effectiveness of that method, a government may, 
but is not required to, apply another method(s) 
before concluding that the hedging derivative 
instrument is no longer effective. 
32. One-sided hedges. Some potential hedging 
derivative instruments are designed to offset changes 
in cash flows or fair values of the hedgeable item 
in one direction. Examples are options (such as caps 
and floors) that provide increases in cash flows or 
fair values if a market price exceeds or declines 
below a certain price or rate. In such cases, effec- 
tiveness should be evaluated consistent with the 
objective of the potential hedging derivative instru- 
ment. For example, a cash flow hedge of energy 
prices may provide payments to the government if 
heating oil prices exceed $3.00 per gallon. If the 
objective of the potential hedging derivative instru- 
ment is to limit the government’ net fuel costs to 
no more than $3.00 per gallon, effectiveness should 
be evaluated in terms of whether the governments 
fuel costs are capped at $3.00 per gallon. Regardless 
of the method used to evaluate effectiveness, the 
evaluation of basis risk may be readily assessed if 
the pricing point that determines the cost of fuel is 
the same as the reference rate upon which the cap 
is based. Other considerations may still be neces- 
sary such as whether relevant dates of the poten- 
tial hedging derivative instrument are consistent 
with those of the hedgeable item. 
33. Effectiveness generally should be evaluated by 
considering overall changes in fair values or cash 
flows of the potential hedging derivative instru- 
ment.’° Some potential hedging derivative instru- 
ments, however, have characteristics that permit 
separate evaluation of time value or interest. That 
separation may be significant in the evaluation of 
effectiveness if the hedging portion of the potential 
hedging derivative instrument excludes either the 
time value or the interest portion. Separation is per- 
missible if either of the following criteria are met: 
a. The potential hedging derivative instrument is 
an option and effectiveness is evaluated by con- 
sideration of only the change in either: 

(1) The option’ intrinsic value, excluding the 
option’s change in time value from the 
assessment of effectiveness. 

(2) The option’s minimum value, excluding the 
option’s change in volatility value from the 
assessment of effectiveness. The option’s min- 
imum value is its intrinsic value adjusted for 
the effect of discounting. The volatility value 
is a key input in an option’ fair value. 

b. The potential hedging derivative instrument is 

a forward contract and effectiveness is evaluat- 
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10. Ina hybrid instrument, the potential hedging derivative instru- 
ment should be separated from the companion instrument for pur- 
poses of this assessment. 


ee ee eLearn MTSE Sle ey Anes aso 
130 Journal of Accountancy September 2008 


OFFICIAL RELEASES 


ae er ere a oa I ee 


ed by consideration of only the change in spot 

prices, excluding either the change in time 

value or the interest portion. 
For example, the changes in fair value of an option 
may be designed to offset the changes in fair value 
of a fixed-price contract, provided that the option’s 
time value is excluded from the evaluation of effec- 
tiveness. This separation allows an evaluation of 
effectiveness that places the potential hedging deriv- 
ative instrument on an equal basis with the hedge- 
able item. 


The Hedgeable Item Is an Existing or Expected 
Financial Instrument 

34. If the hedgeable item is an existing financial 
instrument or an expected transaction that is expect- 
ed to result in a financial instrument, effectiveness 
should be evaluated using the criteria in paragraphs 
36-48. 

35. Certain financial risks may cause variability in 
portions of the overall changes in cash flows or fair 
values of financial instruments. Those risks may be 
individually hedged, provided that effectiveness can 
be measured. Risks that may be hedged include 
interest rate, tax, credit, and foreign currency risks. 
If interest rate risk is the hedged risk, the evalua- 
tion of effectiveness should be based on an appro- 
priate benchmark interest rate. For tax-exempt 
debt, the SIFMA swap index and the AAA general 
obligations index are appropriate benchmark inter- 
est rates. For taxable debt, the appropriate bench- 
mark interest rates are the interest rate on direct 
Treasury obligations of the U.S. government and 
LIBOR. If LIBOR or a percentage of LIBOR is 
employed as a hedge of tax-exempt debt, hedge 
effectiveness should be evaluated using one of the 
quantitative methods (paragraphs 40-48). 


Consistent critical terms method 

36. The consistent critical terms method evaluates 

effectiveness by qualitative consideration of the crit- 

ical terms of the hedgeable item and the potential 
hedging derivative instrument. If the critical terms 
of the hedgeable item and the potential hedging 
derivative instrument are the same, or similar in cer- 
tain circumstances as described in paragraphs 

37-39, the changes in cash flows or fair values of 

the potential hedging derivative instrument will 

substantially offset the changes in cash flows or fair 
values of the hedgeable item. 

37. Interest rate swaps—cash flow hedges. An inter- 

est rate swap is an effective cash flow hedge under 

the consistent critical terms method if all of the fol- 
lowing criteria are met: 

a. The notional amount of the interest rate swap 
is the same as the principal amount of the hedge- 
able item throughout the life of the hedging rela- 
tionship. This criterion is met if the notional 
amount of the interest rate swap and principal 
amount of the hedgeable item are equal for each 
hedged interest payment, even if the hedged item 
amortizes or otherwise adjusts subsequent to the 
inception of the hedge. 

b. Upon association with the hedgeable item, the 
interest rate swap has a zero fair value. 


c. The formula for computing net settlements 
under the interest rate swap is the same for each 
net settlement. That is, the fixed rate is the same 
throughout the term of the interest rate swap. 
Likewise, each variable payment of the interest 
rate swap is based on the same variable, such 
as the same reference rate or index. 

d. The reference rate of the interest rate swaps vari- 
able payment is consistent with one of the fol- 
lowing: 

(1) The reference rate or payment of the hedge- 
able item. For example, an interest rate swap 
provides variable payments to the govern- 
ment equal to the total variable payments 
of variable-rate bonds—a cost-of-funds 
hedge. 

(2) A benchmark interest rate as specified in 
paragraph 35 if interest rate risk is the 
hedged risk. The reference rate cannot be 
multiplied by a coefficient, such as 68 per- 
cent of LIBOR, but it may be adjusted by 
addition or subtraction of a constant, such 
as the SIFMA swap index plus 10 basis 
points, provided that the constant is specif- 
ically attributable to the effects of state-spe- 
cific tax rates. 

e. The interest receipts or payments of the inter- 
est rate swap occur during the term of the 
hedgeable item, and no interest receipts or pay- 
ments of the interest rate swap occur after the 
term of the hedgeable item. For example, an 
interest rate swap that hedges the first 10 years 
of a 15-year variable-rate bond meets this cri- 
terion. 

f. The reference rate of the interest rate swap does 
not have a floor or cap unless the hedgeable item 
has a floor or cap. If the hedgeable item has a 
floor or cap, the interest rate swap has a floor 
or cap on the variable interest rate that is com- 
parable to the floor or cap on the hedgeable 
item. Comparable does not necessarily mean 
equal. For example, an interest rate swap’s ref- 
erence rate is the SIFMA swap index, while the 
hedgeable bond’s variable rate is the SIFMA 
swap index plus 2 percent. A 10 percent cap on 
the interest rate swap would be comparable to 
a 12 percent cap on the bonds and would meet 
this criterion as both caps produce equal 
changes in cash flows if the SIFMA swap index 
exceeds 10 percent. 

g. The time interval of the reference rate, common- 
ly referred to as the designated maturity, 
employed in the variable payment of the inter- 
est rate swap is the same as the time interval of 
the rate reset periods of the hedgeable item. 
Examples that meet this criterion include an 
interest rate swap with a variable payment ref- 
erenced to (1) the SIFMA swap index—a seven- 
day index—that hedges variable-rate bonds 
with a rate reset every seven days and (2) an 
interest rate swap with a variable payment ref- 
erenced to the one-month LIBOR index that 
hedges taxable variable-rate bonds with a 
monthly rate reset. 

h. The frequency of the rate resets of the variable 


payment of the swap and the hedgeable item are 
the same. For example, this criterion is met by 
an interest rate swap with a reference rate that 
resets monthly and hedges bonds with a vari- 
able interest rate that also resets monthly, 

i. The rate reset dates of the interest rate swap are 
within six days of the rate reset dates of the 
hedgeable item. For example, this criterion is 
met by an interest rate swap with a reference rate 
that resets on the 15th day of the month that 
hedges bonds with a variable interest rate that 
resets on the 18th day of the month. 


j. The periodic interest rate swap payments are 


within 15 days of the periodic payments of the 

hedgeable item. 

38. Interest rate swaps—fair value hedges. An inter- 

est rate swap is an effective fair value hedge under 

the consistent critical terms method if all of the fol- 
lowing criteria are met: 

a. The notional amount of the interest rate swap 
is the same as the principal amount of the 
hedgeable item throughout the life of the hedg- 
ing relationship. This criterion is met if the 
notional amount of the interest rate swap and 
principal amount of the hedgeable item are 
equal over the entire term of the hedgeable item, 
even if the hedgeable item amortizes or other- 
wise adjusts subsequent to the inception of the 
hedge. 

b. Upon association with the hedgeable item, the 
interest rate swap has a zero fair value. 

c. The formula for computing net settlements 
under the interest rate swap is the same for each 
net settlement. That is, the fixed rate is the same 
throughout the term of the interest rate swap. 
Likewise, each variable payment of the interest 
rate swap is based on the same variable, such 
as the same reference rate or index. 

d. An interest rate swap that hedges interest rate 
risk has a variable payment based on a bench- 
mark interest rate without multiplication by a 
coefficient, such as 68 percent of LIBOR. The 
benchmark interest rate, however, may be 
adjusted by addition or subtraction of a con- 
stant, such as the SIFMA swap-index plus 10 
basis points, provided that the constant is specif- 
ically attributed to the effect of state-specific tax 
rates. 

e. The hedgeable item is not prepayable (that is, 
the hedgeable item is not able to be settled by 
either party prior to its scheduled maturity). 
This criterion does not apply to a call option 
in an interest-bearing hedgeable item that is 
matched by a mirror-image call option in an 
interest rate swap if both of the following cri- 
teria are met: 

(1) A mirror-image call option matches the 
terms of the call option in the hedgeable 
item. The terms include maturities, strike 
price, related notional amounts, timing and 
frequency of payments, and dates on which 
the instruments may be called. 

(2) The government is the writer of one call 
option and the holder (or purchaser) of the 
other call option. For example, a govern- 

(continued on page 132) 


San eer 


September 2008 Journal of Accountancy 131 


OFFICIAL RELEASES 





ment issues callable fixed-coupon bonds 
and enters into an interest rate swap as a fair 
value hedge. The government has “pur- 
chased” and holds a call option in its issued 
bonds because those bonds carry a higher 
interest rate due to the bond’ call option. 
In regard to the interest rate swap, it has a 
similar call option held by the interest rate 
swap’s counterparty. If the callable bonds 
and the interest rate swap contain these fea- 
tures, the changes in fair value generated by 
the similar call options offset. A similar 
exception applies if the put option in an 
interest-bearing asset or liability is matched 
by a mirror-image put option in the inter- 
est rate swap. 

f. The expiration date of the interest rate swap is 
on or about the maturity date of the hedgeable 
item so that the government will not be exposed 
to interest rate risk or market risk. 

g. The reference rate of the interest rate swap has 
neither a floor nor a cap. 

h. The reference rate of the interest rate swap resets 
at least every 90 days so that the variable payment 
or receipt is considered to be at a market rate. 

39. Forward contracts. A forward contract is effec- 

tive under the consistent critical terms method if all 

of the following criteria are met: 

a. The forward contract is for the purchase or sale 

- of the same quantity or notional amount and at 
the same time as the hedgeable item. 

b. Upon association with the hedgeable item, the 
forward contract has a zero fair value. 

c. The reference rate of the forward contract is con- 
sistent with the reference rate of the hedgeable 
item. 

The change in the discount or premium on the for- 

ward contract should be excluded from the assess- 

ment of effectiveness and included within the 


investment revenue classification pursuant to para-’ 


graph 20, or the change in expected cash flows of 
the expected transaction should be based on the for- 
ward price of the hedgeable item. 


Quantitative methods 

40. Three quantitative methods have been identi- 
fied to evaluate effectiveness: the synthetic instru- 
ment method, the dollar-offset method, and the 
regression analysis method. Quantitative meth- 
ods other than those specifically described in this 
Statement also may be used to evaluate effectiveness, 
provided that they meet the criteria of paragraph 48. 
41. The quantitative methods of evaluating effec- 
tiveness may use historical data—past rates, prices, 
or payments. If there are new market conditions, 
however, the evaluation of effectiveness should be 
limited to using fair values, such as in the applica- 
tion of the dollar-offset method or in certain 
instances, regression analysis of fair values. New 
market conditions are caused by asymmetrical 
changes in market supply or demand. An example 
of an event that suggests new market conditions is 
a change in income tax rates of individual taxpay- 
ers that affect the demand for tax-exempt debt. 


Synthetic instrument method 
42. The synthetic instrument method evaluates 
effectiveness by combining the hedgeable item and 
the potential hedging derivative instrument to sim- 
ulate a third synthetic instrument. A potential hedg- 
ing derivative instrument is effective if its total 
variable cash flows substantially offset the variable 
cash flows of the hedgeable item. This method is 
limited to cash flow hedges in which the hedgeable 
items are interest bearing and carry a variable rate. 
An example is the combination of a pay-fixed, 
receive-variable interest rate swap with a variable- 
rate bond to create a synthetic fixed-rate bond. This 
method may be applied to evaluate a potential hedg- 
ing derivative instrument’ effectiveness if all of the 
following criteria are met: 

a. The notional amount of the potential hedging 
derivative instrument is the same as the princi- 
pal amount of the associated variable-rate asset 
or liability throughout the life of the hedging 
relationship. This criterion is met if the notion- 
al amount of the swap and principal amount of 
the hedgeable item match for each hedged inter- 
est payment, even if the hedged item amortizes 
or otherwise adjusts subsequent to the incep- 
tion of the hedge. 

b. Upon association with the variable-rate asset or 
liability, the potential hedging derivative instru- 
ment has a zero fair value or the forward price 
is at-the-market. 

c. The formula for computing net settlements 
under the potential hedging derivative instru- 
ment is the same for each net settlement; that 
is, the same fixed rate, reference rate, and con- 
stant adjustment, if any, throughout the term of 
the potential hedging derivative instrument. 

d. The interest receipts or payments of the poten- 
tial hedging derivative instrument occur during 
the term of the variable-rate asset or liability, and 
no interest receipts or payments occur after the 
term of the variable-rate asset or liability. For 
example, a swap that hedges the first 10 years 
of a 15-year variable-rate bond meets this 
criterion. 

43. Under the synthetic instrument method, a 
potential hedging derivative instrument is effective 
if the actual synthetic rate is substantially fixed. The 
actual synthetic rate represents the aggregate pay- 
ment experience of the variable-rate asset or liabil- 
ity and the potential hedging derivative instrument. 
The actual synthetic rate should be within a range 
of 90 to 111 percent of the fixed rate of the poten- 
tial hedging derivative instrument to be substantial- 
ly fixed. For example, if a swap’s fixed payment rate 
is 5.00 percent, an actual synthetic interest rate that 
falls within a range between 4.50 percent (90 per- 
cent of 5.00 percent) and 5.55 percent (111 percent 
of 5.00 percent) is substantially fixed. The results of 
this analysis should be evaluated as follows: 

a. Ifthe actual synthetic rate is within the required 
range for the current reporting period, the actu- 
al synthetic rate is substantially fixed. 

b. Ifthe actual synthetic rate is outside the required 
range for the current reporting period, the actu- 
al synthetic rate should be calculated on a life- 


to-date basis. If the actual synthetic rate on a life- 
to-date basis is within the required range, the 
actual synthetic rate is substantially fixed. 

c. Ifashort time period has elapsed since incep- 
tion of the hedge and the actual synthetic rate 
is outside the required range, the evaluation may 
include hypothetical payments, as if the hedge 
had been established at an earlier date. 
Effectiveness should then be reevaiuated. For 
example, the first reporting period ends 90 days 
into a 10-year hedge, and when the government 
prepares its financial statements, it finds that the 
actual synthetic rate for the 90-day period is out- 
side the 90 to 111 percent range. In that case, 
hypothetical payments from periods prior to the 
establishment of the hedge may be added to the 
evaluation. If that analysis shows a synthetic rate 
within the required range, the actual synthetic 
rate is substantially fixed. 


Dollar-offset method 

44. The dollar-offset method evaluates effectiveness 
by comparing the changes in expected cash flows 
or fair values of the potential hedging derivative 
instrument with the changes in expected cash flows 
or fair values of the hedgeable item: This evaluation 
may be made using changes in the current period 
or ona life-to-date basis. If the changes of either the 
hedgeable item or the potential hedging derivative 
instrument are divided by the other and the result 
is within a range of 80 to 125 percent in absolute 
terms, these changes substantially offset and the 
potential hedging derivative instrument is effective. 
For example, if actual results are such that the fair 
value decrease of the potential hedging derivative 
instrument is $120 and the fair value increase of the 
hedgeable item is $100, the dollar-offset percent- 
age can be measured as 120/100, which is 120 per- 
cent, or as 100/120, which is 83 percent. In either 
case, the potential hedging derivative instrument is 
determined to be effective. 


Regression analysis method 
45. The regression analysis method evaluates effec- 
tiveness by considering the statistical relationship 
between the cash flows or fair values of the poten- 
tial hedging derivative instrument and the hedge- 
able item. The changes in cash flows or fair values 
of the potential hedging derivative instrument sub- 
stantially offset the changes in cash flows or fair val- 
ues of the hedgeable item if all of the following 
criteria are met: 

a. The R-squared of the regression analysis is at 
least 0.80. 

b. The F-statistic calculated for the regression 
model demonstrates that the model is signifi- 
cant using a 95 percent confidence interval. 

c. The regression coefficient for the slope is 
between —1.25 and —0.80. 

The regression analysis should be based on suffi- 

cient data to determine if the potential hedging 

derivative instrument is effective as of the end of the 
reporting period. In assessing the sufficiency of the 
data, the period of time that the potential hedging 
derivative instrument is expected to hedge an iden- 
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tified financial risk in the future should be consid- 
ered. Other results of the regression analysis method 
may need to be considered when evaluating effec- 
tiveness. The use of the regression analysis method 
requires appropmiate interpretation and understand- 
ing of the statistical inferences. 

46. Cash flow hedges. If a potential hedging deriva- 

tive instrument is employed as a cash flow hedge, 

the relationship analyzed should be relevant cash 
flows, rates, or fair values of the potential hedging 
derivative instrument and the hedgeable item. The 
regression analysis should be conducted as follows: 

a. The dependent variable for a cash flow hedge 
evaluated using cash flows or rates should be 
relevant cash flows or rates of the hedgeable 
item. The independent variable should be the 
relevant cash flows or rates of the potential 
hedging derivative instrument. If the evaluation 
is based on rates, the rates used as data in the 
regression analysis should be representative of 
the hedging relationship. For example, if a 
potential hedging derivative instruments vari- 
able payment is 68 percent of LIBOR, the inde- 
pendent variable in the regression analysis 
would be rates based on 68 percent of LIBOR 
for a relevant period of time. 

b. The dependent variable for a cash flow hedge 
evaluated using fair values should be the changes 
in fair values of the hypothetical derivative 
instrument. The independent variable should 
be the changes in fair values of the potential 
hedging derivative instrument. The hypotheti- 
cal derivative instrument generally should have 
terms that exactly match the critical terms of the 
variable-rate hedgeable item. That is, the hypo- 
thetical derivative instrument and the hedgeable 
item should have the same notional amount and 
repricing dates, and mirror-image caps and 
floors, if applicable. The maturity of the hypo- 
thetical derivative instrument, however, should 
be the same as the maturity of the potential hedg- 
ing derivative instrument. The hypothetical 
derivative instruments reference rate should be 
consistent with the reference rate of the hedge- 
able item. (For a hedge of interest rate risk, this 
means that the hypothetical derivative instru- 
ment’ reference rate should be the benchmark 
interest rate for the hedgeable item, and the rate 
for the fixed payment should be set to give the 
interest rate swap a zero fair value at inception.) 
The hypothetical derivative instrument should 
have a zero fair value upon association of the 
hedging relationship. 

47. Fair value hedges. If a potential hedging deriva- 
tive instrument is employed as a fair value hedge, 
the relationship analyzed should be the changes in 
fair values of the potential hedging derivative instru- 
ment and the hedgeable item. The dependent vari- 
able in the regression analysis represents changes in 
fair values of the hedgeable item (for example, fixed- 
rate bonds), and the independent variable represents 
changes in fair values of the potential hedging deriv- 
ative instrument (for example, a pay-variable, 
receive-fixed interest rate swap). 


Other quantitative methods 

48. A government may use a quantitative method 

to evaluate effectiveness not specifically identified 

in this Statement if the method meets all of the fol- 
lowing criteria: 

a. Through identification and analysis of critical 
terms, the method demonstrates that the 
changes in cash flows or fair values of the poten- 
tial hedging derivative instrument substantial- 
ly offset the changes in cash flows or fair values 
of the hedgeable item. 

b. Replicable evaluations of effectiveness are gen- 
erated that are sufficiently complete and docu- 
mented such that different evaluators using the 
same method and assumptions would reach 
substantially similar results. 

c. Substantive characteristics of the hedgeable item 
and the potential hedging derivative instrument 
that could affect their cash flows or fair values 
are considered. 


The Hedgeable Item Is an Existing or Expected 
Commodity Transaction 

49. If the hedgeable item is an existing commodi- 
ty asset or an expected transaction that will be a 
commodity transaction, effectiveness should be 
evaluated using the criteria in paragraphs 50-62. 


Consistent critical terms method 

50. The consistent critical terms method evaluates 

effectiveness by qualitative consideration of the crit- 

ical terms of the hedgeable item and the potential 
hedging derivative instrument. If the critical terms 
of the hedgeable item and the potential hedging 
derivative instrument are the same, or similar in cer- 
tain circumstances as described in paragraphs 

51-53, the changes in cash flows or fair values of 

the potential hedging derivative instrument will 

substantially offset the changes in cash flows or fair 
values of the hedgeable item. 

51. Commodity swaps—cash flow hedges. A commod- 

ity swap is an effective cash flow hedge under the 

consistent critical terms method if all of the follow- 
ing criteria are met: 

a. The commodity swap is for the purchase or sale 
of the same quantity (notional amount) of the 
same hedgeable item at the same time and deliv- 
ery location as the hedgeable item. 

b. Upon association with the hedgeable item, the 
commodity swap has a zero fair value. 

c. The reference rate of the commodity swap is 
consistent with the reference rate of the hedge- 
able item. For example, a commodity swap 
hedges a government’ natural gas purchases at 
the Henry Hub pricing point. That commodi- 
ty swap also should have a reference rate based 
on the Henry Hub pricing point to meet this cri- 
terion. 

d. The reference rate of the commodity swap does 
not have a floor or cap unless the hedgeable item 
has a floor or cap. Floors and caps place limits 
on expected cash flows. If the hedgeable item 
has a floor or cap, the commodity swap has a 
comparable floor or cap on the variable com- 
modity price. 


52. Commodity swaps—fair value hedges. A commod- 
ity swap is an effective fair value hedge under the 
consistent critical terms method if all of the follow- 
ing criteria are met: 

a. The commodity swap is for the purchase or sale 
of the same quantity (notional amount) of the 
same hedgeable item at the same time and deliv- 
ery location as the hedgeable item. 

b. Upon association with the hedgeable item, the 
commodity swap has a zero fair value. 

c. The hedgeable item is not prepayable (that is, 
the hedgeable item is not able to be settled by 
either party prior to its scheduled maturity). 
This criterion does not apply to a call option in 
a hedgeable item that is matched by a mirror- 
image call option in a commodity swap if both 
of the following criteria are met: 

(1) A mirror-image call option matches the 
terms of the call option in the hedgeable 
item. The terms include maturities, strike 
price, related notional amounts, timing and 
frequency of payments, and dates on which 
the instruments may be called. 

(2) The government is the writer of one call 
option and the holder (or purchaser) of the 
other call option. 

d. The expiration date of the commodity swap is 
on or about the maturity or termination date of 
the hedgeable item so that the government will 
not be exposed to market risk. 

e. The reference rate of the commodity swap has 
neither a floor nor a cap. 

f. The reference rate of the commodity swap resets 
at least every 90 days so that the variable pay- 
ment or receipt is considered to be at a market 
rate. 

53. Forward contracts. A forward contract is effec- 

tive under the consistent critical terms method if all 

of the following criteria are met: 

a. The forward contract is for the purchase or sale 
of the same quantity (notional amount) of the 
same hedgeable item at the same time and loca- 
tion as the hedgeable item. 

b. Upon association with the hedgeable item, the 
fair value of the forward contract is zero. 

c. The reference rate of the forward contract is con- 
sistent with the reference rate of the hedgeable 
item. 

The change in either the discount or premium on 
the forward contract should be excluded from the 
assessment of effectiveness and included within the 
investment revenue classification pursuant to para- 
graph 20, or the change in expected cash flows of 
the expected transaction should be based on the for- 
ward price of the hedgeable item. 


Quantitative methods 
54. Three quantitative methods have been identi- 
fied to evaluate effectiveness: the synthetic instru- 
ment method, the dollar-offset method, and the 
regression analysis method. Quantitative methods 
other than those specifically described in this 
Statement also may be used to evaluate effectiveness 
provided that they meet the criteria of paragraph 62. 
55. The quantitative methods of evaluating effec- 
(continued on page 136) 
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tiveness may use historical data—past rates, prices, 
or payments. If there are new market conditions, 
however, the evaluation of effectiveness should be 
limited to using fair values, such as in the applica- 
tion of the dollar-offset method or in certain 
Instances, regression analysis of fair values. New 
market conditions are caused by asymmetrical 
changes in market supply or demand. Examples of 
events that suggest new market conditions exist 
include new sources of commodity supplies, such 
as a new natural gas pipeline, and supply disrup- 
tions arising from natural disasters, such as hurri- 
canes and earthquakes. 


Synthetic instrument method 

56. The synthetic instrument method evaluates 

effectiveness by combining the hedgeable item and 

the potential hedging derivative instrument to sim- 
ulate a third synthetic instrument. A potential hedg- 
ing derivative instrument is effective if its variable 
cash flows will substantially offset the variable cash 
flows of the hedgeable item. This method is limit- 
ed to cash flow hedges in which the hedgeable items 
have a variable price or rate; that is, the variable cash 
flows of the potential hedging derivative instrument 
offset the variable cash flows of the hedgeable item 
to create an essentially fixed price or rate. An exam- 
ple of a synthetic instrument is the hedge of a com- 

mitment to purchase a specific quantity of a 

‘commodity in the future at a variable price by enter- 

ing into a pay-fixed, receive-variable commodity 

swap. This method may be applied to evaluate a 

potential hedging derivative instrument’ effective- 

ness if both of the following criteria are met: 

a. The notional quantity of the potential hedging 
derivative instrument is the same as the quan- 
tity of the hedgeable item. 

b. Upon association with the hedgeable item, the 
potential hedging derivative instrument has a zero 
fair value or the forward price is at-the-market. 

57. Under the synthetic instrument method, a 

potential hedging derivative instrument is effective 

if the synthetic price is substantively fixed. The 
synthetic price as of the evaluation date—the end 
of the reporting period—is compared to the syn- 
thetic price expected at the establishment of the 
hedge by calculation of an effectiveness percentage. 

If the effectiveness percentage is within a range of 

90 to 111 percent, the synthetic price is substan- 

tively fixed. 


Dollar-offset method 

58. The dollar-offset method evaluates effectiveness 
by comparing the changes in expected cash flows 
or fair values of the potential hedging derivative 
instrument with the changes in expected cash flows 
or fair values of the hedgeable item. This evaluation 
may be made using changes in the current period 
or ona life-to-date basis. If the changes of either the 
hedgeable item or the potential hedging derivative 
instrument are divided by the other and the result 
is within a range of 80 to 125 percent in absolute 
terms, these changes will substantially offset and the 
potential hedging derivative instrument is deter- 
mined to be effective. For example, if actual results 


are such that the fair value decrease on the poten- 
tial hedging derivative instrument is $120 and the 
fair value increase on the hedgeable item is $100, 
the dollar-offset percentage can be measured as 
120/100, which is 120 percent, or as 100/120, 
which is 83 percent. In either case, the potential 
hedging derivative instrument is effective. 


Regression analysis method 
59. The regression analysis method evaluates effec- 
tiveness by considering the statistical relationship 
between the cash flows or fair values of the poten- 
tial hedging derivative instrument and the hedge- 
able item. The changes in cash flows or fair values 
of the potential hedging derivative instrument sub- 
stantially offset the changes in cash flows or fair val- 
ues of the hedgeable item if all of the following 
criteria are met: 

a. The R-squared of the regression analysis is at 
least 0.80. 

b. The F-statistic calculated for the regression 
model demonstrates that the model is signifi- 
cant using a 95 percent confidence interval. 

c. The regression coefficient for the slope is 
between —1.25 and —0.80. 

The regression analysis should be based on suffi- 
cient data to determine if the potential hedging 
derivative instrument is effective as of the end of the 
reporting period. In assessing the sufficiency of the 
data, the period of time that the potential hedging 
derivative instrument is expected to hedge an iden- 
tified financial risk in the future should be consid- 
ered. Other results of the regression analysis method 
may need to be considered when evaluating effec- 
tiveness. The use of the regression analysis method 
requires appropriate interpretation and understand- 
ing of the statistical inferences. 

60. Cash flow hedges. If a potential hedging deriva- 

tive instrument is employed as a cash flow hedge, 

the relationship analyzed should be relevant cash 
flows, prices, or fair values of the potential hedg- 
ing derivative instrument and the hedgeable item. 

The regression analysis should be conducted as fol- 

lows: 

a. The dependent variable for a cash flow hedge 
evaluated using cash flows or prices should be 
relevant cash flows or prices of the hedgeable 
item. The independent variable should be the 
relevant cash flows or prices of the potential 
hedging derivative instrument. If the evaluation 
is based on prices, the prices used as data in the 
regression analysis should be representative of 
the hedging relationship. 

b. The dependent variable for a cash flow hedge 
evaluated using fair values should be the 
changes in fair values of the hypothetical deriv- 
ative instrument. The independent variable 
should be the changes in fair values of the 
potential hedging derivative instrument. The 
hypothetical derivative instrument generally 
should have terms that exactly match the crit- 
ical terms of the variable-price hedgeable item. 
That is, the hypothetical derivative instrument 
and the hedgeable item should have the same 
notional amount and repricing dates, and mir- 


ror-image caps and floors. The maturity of the 
hypothetical derivative instrument, however, 
should be the same as the maturity of the poten- 
tial hedging derivative instrument. The hypo- 
thetical derivative instrument’ reference rate 
should be consistent with the reference rate of 
the hedgeable item. The hypothetical derivative 
instrument should have a zero fair value upon 
association of the hedging relationship. 
61. Fair value hedges. If a potential hedging deriva- 
tive instrument is employed as a fair value hedge, 
the relationship analyzed should be the changes in 
fair values of the potential hedging derivative instru- 
ment and the hedgeable item. The dependent vari- 
able in the regression analysis represents changes in 
fair values of the hedgeable item (for example, a 
fixed-price commodity contract), and the independ- 
ent variable represents changes in fair values of the 
potential hedging derivative instrument (for exam- 
ple, a pay-variable, receive-fixed commodity swap). 


Other quantitative methods 

62. A government may use a quantitative method 

to evaluate effectiveness not specifically identified 

in this Statement if the method meets all of the fol- 
lowing criteria: 

a. Through identification and analysis of critical 
terms, the method demonstrates that the 
changes in cash flows or fair values of the poten- 
tial hedging derivative instrument substantial- 
ly offset the changes in cash flows or fair values 
of the hedgeable item. 

b. Replicable evaluations of effectiveness are gen- 

erated that are sufficiently complete and docu- 

mented such that different evaluators using the 
same method and assumptions would reach 
substantially similar results. 

Substantive characteristics of the hedgeable item 

and the potential hedging derivative instrument 

that could affect their cash flows or fair values 
are considered. 
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Hybrid Instrumenis 

63. Derivative instruments often are stand-alone 

instruments, such as futures contracts. A deriva- 

tive instrument also may accompany a companion 
instrument such as a debt instrument, a lease, an 
insurance contract, or a sale or purchase contract. 

An embedded derivative instrument may be a call 

option in a bond, a cap or floor in a sale or pur- 

chase contract, or an interest rate swap in a debt 
instrument. Alternatively, some derivative instru- 
ments may include investing or borrowing trans- 
actions. These instruments may give rise to hybrid 
instruments, which consist of a derivative instru- 
ment and a companion instrument. ; 

64. A hybrid instrument exists when the instrument 

meets all of the following criteria: 

a. The companion instrument is not measured on 
the statement of net assets at fair value. 

b. A separate instrument with the same terms as 
the derivative instrument would meet the def- 
inition of a derivative instrument. 

c. The economic characteristics and risks of the 
derivative instrument are not closely related to 
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the economic characteristics and risks of the 

companion instrument. This would be the case 

in any of the following circumstances: 

(1) Up-front payment with off-market terms. As a 
result of a derivative instrument that has off- 
market terms, an up-front payment is 
received. Off-market terms that generate an 
up-front payment—a borrowing—are not 
closely related to the characteristics and 
risks of the derivative instrument. For exam- 
ple, a government enters into a pay-fixed, 
receive-variable interest rate swap that has 
an above-market fixed payment, resulting 
in an up-front payment to the government. 

(2) Written option that is in-the-money. A written 
option that is in-the-money has intrinsic 
value. A government that writes or sells such 
an option to a counterparty receives an up- 
front payment, resulting in a borrowing for 
financial reporting purposes. The initial 
intrinsic value of the written option is not 
closely related to the characteristics and 
risks of the derivative instrument. 

(3) Inconsistent reference rate. The derivative 
instrument has a reference rate that is incon- 
sistent with the market of the companion 
instrument. For example, a debt instrument 
that has a variable coupon rate based on an 
equity index would not be closely related to 
the embedded derivative instrument (the 
variable-rate coupon): The economic char- 
acteristics and risks of the derivative instru- 
ment—an equity-based reference rate—are 
not closely related to the economic charac- 
teristics and risks of the companion instru- 
ment—a debt instrument. Alternatively, a 
variable coupon based on LIBOR would be 
closely related to the companion instru- 
ment. 

(4) Potential negative yield. A hybrid instrument 
could be settled in such a way that an 
investor would not recover substantially all 
of its investment. For example, a govern- 
ment issues a note at an above-market inter- 
est rate with terms that provide that if 
market rates exceed a certain level, the 
coupon rate resets to zero for the remain- 
ing term-to-maturity of the instrument. The 
embedded derivative—the terms of the note 
that provide for the possibility of a rate reset 
and a negative yield—would not be close- 
ly related to the economic characteristics 
and risks of the companion instrument. 

(5) Leveraged yield. The yield of the companion 
instrument is leveraged. A leveraged yield 
occurs if the embedded derivative instru- 
ment meets both of the following criteria: 
(a) The holder’ initial rate of return on the 

companion instrument is at least doubled. 
(b) The rate of return is at least twice what 
the market return would be for an 
instrument with the same terms as the 
- companion instrument. 
For example, a government issues a note 
that provides that if market rates increase to 


a certain level, the coupon resets to an even 
higher rate. The embedded derivative—the 
terms of the note that provide for the pos- 
sibility of a rate reset—would not be close- 
ly related to the economic characteristics 
and risks of the companion instrument. 
65. An embedded derivative instrument that is a 
component of a hybrid instrument should be rec- 
ognized and measured in accordance with this 
Statement. Such a derivative instrument also may 
be a hedging derivative if it meets the requirements 
of this Statement. The companion instrument 
should be recognized and measured in accordance 
with the reporting requirements that are applicable 
to that companion instrument—such as the finan- 
cial reporting requirements for a debt instrument, 
a lease, or an insurance contract. 
66. On-behalf payments included in derivative instru- 
ment payments. A government may enter into a 
derivative instrument with off-market terms that are 
intended to recover costs assumed by the counter- 
party on behalf of the government. For example, a 
government enters into a pay-fixed, receive-variable 
interest rate swap with a fixed rate that has been 
increased to compensate the counterparty for legal 
and advisory fees. Those costs should be reported 
as expenditures or expenses consistent with the 
manner in which those payments would have been 
reported if the government had made payment 
directly. 


Synthetic Guaranteed Investment 

Contracts 

67. Fully benefit-responsive SGICs—the combina- 

tion of the underlying investments and the wrap 

contract—should be reported at contract value. An 

SGIC is fully benefit-responsive if all of the follow- 

ing criteria are met: 

a. The SGIC prohibits the government from 
assigning or selling the contract or its proceeds 
to another party without the consent of the 
issuer. 

b. Prospective interest crediting rate adjustments 
are provided to plan participants and the gov- 
ernment on a designated pool of investments by 
a financially responsible third party. Those 
adjustments provide assurance that probable 
future rate adjustments that would result in an 
interest crediting rate of less than zero is remote. 
The pool of investments in total meets both of 
the following criteria: 

(1) Is of high credit quality such that the pos- 
sibility of credit loss is remote 

(2) May be prepaid or otherwise settled in such 
a way that the government and plan partic- 
ipants would recover contract value. 

c. The terms of the SGIC require all permitted par- 
ticipant-initiated transactions with the govern- 
ment to occur at contract value with no 
conditions, limits, or restrictions. Permitted par- 
ticipant-initiated transactions are those transac- 
tions allowed by the government, such as 
withdrawals for benefits, loans, or transfers to 
other investment choices. 

d. Some events may limit a governments ability to 


transact with participants at contract value. 

Examples are premature termination of con- 

tracts, layoffs, plan terminations, bankruptcies, 

and early retirement incentives. The probabil- 
ity of such an event occurring within one year 
of the date of the financial statements is remote. 

e. The government allows participants reasonable 
access to their investments. The following con- 
ditions do not affect the benefit responsiveness 
of an SGIC: 

(1) In plans with a single investment choice, 
restrictions on access to assets by active par- 
ticipants are consistent with the objective of 
the plan (for example, retirement benefits). 

(2) Participants’ access to their account balances 
is limited to certain specified times during 
the plan year (for example, semiannually or 
quarterly) to control the administrative costs 
of the plan. 

(3) Administrative provisions that place short- 

term restrictions (for example, three or six 
months) on transfers to competing fixed- 
income investment options to limit arbitrage 
among those investment options (that is, 
equity wash provisions). 
If plan participants are allowed access at 
contract value to all or a portion of their 
account balances only upon termination of 
their participation in the plan, participants 
would not have reasonable access to their 
investments. 


Notes to the Financial Statements 

68. Governments should include the information 
required by paragraphs 69-79 in the notes to the 
financial statements. Disclosure information for sim- 
ilar derivative instrument types may be provided 
individually or aggregated. To determine whether 
derivative instruments are the same type, the com- 
monly known term for the derivative instrument 
(for example, swaps, swaptions, rate caps, futures 
contracts, and options written or purchased), the 
nature of the derivative instrument (for example, 
receive-fixed or pay-fixed interest rate swaps), the 
hedged item, if any, and the refererice rate should 
be considered. 


Summary Information 
69. Governments should provide a summary of 
their derivative instrument activity during the 
reporting period and balances at the end of the 
reporting period. The information disclosed 
should be organized by governmental activities, 
business-type activities, and fiduciary funds. The 
information should then be divided into the follow- 
ing categories—hedging derivative instruments 
(distinguishing between fair value hedges and cash 
flow hedges) and investment derivative instruments. 
Within each category, derivative instruments 
should be aggregated by type (for example, receive- 
fixed swaps, pay-fixed swaps, swaptions, rate caps, 
basis swaps, or futures contracts). Information pre- 
sented in the summary should include: 
a. Notional amount. 
b. Changes in fair value during the reporting peri- 
(continued on page 138) 
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od and the classification in the financial state- 
ments where those changes in fair value are 
reported. 

c. Fair values as of the end of the reporting peri- 
od and the classification in the financial state- 
ments where those fair values are reported. If 
derivative instrument fair values are based on 
other than quoted market prices, the methods 
and significant assumptions!’ used to estimate 
those fair values should be disclosed. 

d. Fair values of derivative instruments reclassified 
from a hedging derivative instrument to an 
investment derivative instrument. There also 
should be disclosure of the deferral amount that 
was reported within investment revenue upon 
the reclassification. ; 

Disclosure of the information required by this para- 

graph may be in a columnar display, narrative form, 

or a combination of both. 


Hedging Derivative Instruments 

70. Note disclosure requirements provided in para- 

graphs 71-75 should be presented for all hedging 

derivative instruments. 

71. Objectives. For hedging derivative instruments, 

governments should disclose their objectives for 

entering into those instruments, the context need- 

ed to understand those objectives, the strategies for 

achieving those objectives, and the types of deriv- 

ative instruments entered into. 

72. Terms. For hedging derivative instruments, gov- 

ernments should disclose significant terms, includ- 

ing: 

a. Notional amount 

b. Reference rates, such as indexes or interest rates 

c. Embedded options, such as caps, floors, or col- 
lars 

d. The date when the hedging derivative instru- 
ment was entered into and when it is scheduled 
to terminate or mature 

e. The amount of cash paid or received, if any, 
when a forward contract or swap (including 
swaptions) was entered into. 

73. Risks. For hedging derivative instruments, gov- 

ernments should disclose, if applicable, their expo- 

sure to the following risks that could give rise to 

financial loss. Risk disclosures are limited to hedg- 

ing derivative instruments that are reported as of the 

end of the reporting period. Disclosures required 

by this paragraph may contain information that also 

is required by other paragraphs. However, these dis- 

closures should be presented in the context of a 

hedging derivative instruments risk: 

a. Credit risk. If a hedging derivative instrument 
reported by the government as an asset expos- 
es a government to credit risk,” the govern- 





11. If a fair value is developed by a pricing service, there is no re- 
quirement to disclose significant assumptions if the pricing service 
considers those assumptions to be proprietary and, after making 
every reasonable effort, the pricing service declines to make that in- 
formation available. This fact, however, should be disclosed. 

12. The credit risk disclosures in this paragraph do not extend to de- 
rivatives that are exchange-traded, such as futures contracts. For 
those derivatives, disclosures for amounts held by broker/dealers is 
evaluated by applying the custodial credit risk disclosures found in 
Statements No. 3, Deposits with Financial Institutions, Investments (in- 
cluding Repurchase. Agreements), and Reverse Repurchase Agreements, 
and No. 40, Deposit and Investment Risk Disclosures. 


ment should disclose that exposure as credit risk 

and disclose the following information: 

(1) The credit quality ratings of counterparties 
as described by nationally recognized sta- 
tistical rating organizations—rating agen- 
cies—as of the end of the reporting period. 
If the counterparty is not rated, the disclo- 
sure should indicate that fact. 

(2) The maximum amount of loss due to cred- 
it risk, based on the fair value of the hedg- 
ing derivative instrument as of the end of 
the reporting period, that the government 
would incur if the counterparties to the 
hedging derivative instrument failed to per- 
form according to the terms of the contract, 
without respect to any collateral or other 
security, or netting arrangement. 

(3) The governments policy of requiring collat- 
eral or other security to support hedging 
derivative instruments subject to credit risk, 
a summary description and the aggregate 
amount of the collateral or other security 
that reduces credit risk exposure, and infor- 
mation about the government's access to 
that collateral or other security. 

(4) The government’ policy of entering into 
master netting arrangements, including a 
summary description and the aggregate 
amount of liabilities included in those 
arrangements. Master netting arrange- 
ments are established when (a) each party 
owes the other determinable amounts, (b) 
the government has the right to set off the 
amount owed with the amount owed by the 
counterparty, and (c) the right of setoff is 
legally enforceable. 

(5) The aggregate fair value of hedging deriva- 
tive instruments in asset (positive) positions 
net of collateral posted by the counterpar- 
ty and the effect of master netting arrange- 
ments. 

(6) Significant concentrations of net exposure 
to credit risk (gross credit risk reduced by 
collateral, other security, and setoff) with 
individual counterparties and groups of 
counterparties. A concentration of credit 
risk exposure to an individual counterpar- 
ty may not require disclosure if its existence 
is apparent from the disclosures required by 
other parts of this paragraph, for example, 
a government has entered into only one 
interest rate swap. Group concentrations of 
credit risk exist if a number of counterpar- 
ties are engaged in similar activities and have 
similar economic characteristics that would 
cause their ability to meet contractual obli- 
gations to be similarly affected by changes 
in economic or other conditions. 

b. Interest rate risk. If a hedging derivative instru- 
ment increases a government’ exposure to inter- 
est rate risk, the government should disclose 
that increased exposure as interest rate risk and 
also should disclose the hedging derivative 
instruments terms that increase such a risk. The 
determination of whether a hedging derivative 


instrument increases interest rate risk should be 
made after considering, for example, the effects 
of the hedging derivative instrument and any 
hedged debt. 

c. Basis risk. If a hedging derivative instrument 
exposes a government to basis risk, the govern- 
ment should disclose that exposure as basis risk 
and also should disclose the hedging derivative 
instrument’ terms and payment terms of the 
hedged item that creates the basis risk. 

d. Termination risk. If a hedging derivative instru- 
ment exposes a government to termination 
risk, the government should disclose that expo- 
sure as termination risk and also the following 
information, as applicable: 

(1) Any termination events that have occurred 

(2) Dates that the hedging derivative instrament 
may be terminated 

(3) Out-of-the-ordinary termination events 
contained in contractual documents, such 
as “additional termination events” contained 
in the schedule to the International Swap 
Dealers Association master agreement. 

e. Rollover risk. If a hedging derivative instrument 
exposes a government to rollover risk, the goy- 
ernment should disclose that exposure as 
rollover risk and also should disclose the matu- 
rity of the hedging derivative instrument and the 
maturity of the hedged item. 

f. Market-access risk. Ifa hedging derivative instru- 
ment creates market-access risk, the govern- 
ment should disclose that 
market-access risk. 

g. Foreign currency risk. If a hedging derivative 
instrument exposes a government to foreign 
currency risk, the government should disclose 
the U.S. dollar balance of the hedging deriva- 
tive instrument, organized by currency denom- 
ination and by type of derivative instrument. 

74. Hedged debt. If the hedged item is a debt obli- 

gation, governments should disclose the hedging 

derivative instrument’ net cash flows based on the 

requirements established by Statement No. 38, 

Certain Financial Statement Note Disclosures, para- 

graphs 10 and 11. 

75. Other quantitative method of evaluating effective- 

ness. If effectiveness is evaluated by application of 

a quantitative method not specifically identified in 

this Statement (paragraphs 48 and 62), govern- 

ments should disclose the following information:” 

a. The identity and characteristics of the method 
used 

b. The range of critical terms the method tolerates 

c. The actual critical terms of the hedge. 


exposure as 


Investment Derivative Instruments 

76. For investment derivative instruments, govern- 
ments should disclose their exposure to the follow- 
ing risks that could give rise to financial loss. Risk 
disclosures are limited to investment derivative 
instruments that are reported as of the end of the 





13. There is no requirement to disclose information that a pricing 
service considers to be proprietary and after making every reason- 
able effort the pricing service declines to make available. This fact, 
however, should be disclosed. 
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reporting period. Disclosures required by this para- 

graph may contain information that also is required 

by other paragraphs. However, these disclosures 
should be presented in the context of an investment 
derivative instruments risk: 

a. Credit risk. If an investment derivative instru- 
ment exposes a government to credit risk (that 
is, the government reports the investment deriv- 
ative instrument as an asset), the government 
should disclose that exposure. That disclosure 
should be consistent with the requirements of 
paragraph 73a. 

b. Interest rate risk. If an investment derivative 
instrument exposes a government to interest 
rate risk, the government should disclose that 
exposure consistent with the disclosures 
required by Statement 40, paragraphs 14 and 
15. Further, an investment derivative instru- 
ment that is an interest rate swap is an addition- 
al example of an investment that has a fair value 
that is highly sensitive to interest rate changes 
as discussed in Statement 40, paragraph 16. The 
fair value, notional amount, reference rate, and 
embedded options should be disclosed. 

c. Foreign currency risk. If an investment derivative 
instrument exposes a government to foreign 
currency risk, the government should disclose 
that exposure consistent with the disclosures 
required by Statement 40, paragraph 17. 


Contingent Features 
77. Governments should disclose contingent fea- 
tures that are included in derivative instruments 
held at the end of the reporting period, such as a 
governments obligation to post collateral if the cred- 
it quality of the government's hedgeable item 
declines. For derivative instruments with contingent 
features reported as of the end of the reporting peri- 
od, disclosure should include: 

a. The existence and nature of contingent features 
and the circumstances in which the features 
could be triggered 

b. The aggregate fair value of derivative instru- 
ments that contain those features 

c. The aggregate fair value of assets that would be 
required to be posted as collateral or transferred 
in accordance with the provisions related to the 
triggering of the contingent liabilities 

d. The amount, if any, that has been posted as col- 
lateral by the government as of the end of the 
reporting period. 


Hybrid Instruments 

78. If a government reports a hybrid instrument, 
disclosures of the companion instrument should be 
consistent with disclosures required of similar 
transactions, for example, disclosures for debt 
instruments. In that case, the existence of an 
embedded derivative with the companion instru- 
ment should be indicated in the disclosures of the 
companion instrument. For example, if a govern- 
ment has entered into a hybrid instrument that 
consists of a borrowing for financial reporting pur- 
poses and an interest rate swap, the government’ 
disclosure should indicate the existence of the inter- 


est rate swap within the debt disclosure. 


Synthetic Guaranteed Investment Contracts 

79. Governments that report an SGIC that is fully 

benefit-responsive, as described in paragraph 67, 

should disclose the following information in the 

notes to the financial statements as of the end of the 

reporting period: 

a. A description of the nature of the SGIC 

b. The SGICS% fair value (including separate disclo- 
sure of the fair value of the wrap contract and 
the fair value of the corresponding underlying 
investments). 


EFFECTIVE DATE AND TRANSITION 

80. The requirements of this Statement are effective 
for financial statements for periods beginning after 
June 15, 2009. Earlier application is encouraged. 
Accounting changes adopted to conform to the pro- 
visions of this Statement should be applied retroac- 
tively by restating financial statements, if practical, 
for all prior periods presented. If retroactive appli- 
cation is not practical, the cumulative effect of 
applying this Statement, if any, should be reported 
as a restatement of beginning net assets, fund bal- 
ance, or fund net assets, as appropriate, for the ear- 
liest period restated. In the period this Statement 
is first applied, the financial statements should dis- 
close the nature of any restatement and its effect. 
Also, the reason for not restating prior periods pre- 
sented should be explained. 

81. For derivatives existing prior to the reporting 
period during which this Statement is implement- 
ed, the evaluation of effectiveness need only be per- 
formed as of the end of the current reporting period. 
If determined to be effective, the derivative instru- 
ment should be reported as a hedging derivative 
instrument as if it was effective from its inception. 
If determined to be ineffective, the derivative instru- 
ment should be evaluated as of the end of the pre- 
vious reporting period. In that case, a potential 
hedging derivative instrument found to be effective 
at the end of the previous reporting period should 
be reported in accordance with the provisions of 
paragraph 23. Alternatively, a derivative instrument 
found to be ineffective at the end of the previous 
reporting period is subject to the transition adjust- 
ment provisions of paragraph 80. 


The provisions of this Statement need 


not be applied to immaterial items. 





This Statement was issued by unanimous vote of the seven 
members of the Governmental Accounting Standards 
Board: 


Robert H. Attmore, Chairman 
William W. Holder 
Girard C. Miller 
Jan I. Sylvis 
Marcia L. Taylor 
Richard C. Tracy 
James M. Williams 


GLOSSARY 

82. This paragraph contains definitions of certain 

terms as they are used in this Statement. These terms 

may have different meanings in other contexts. 

AAA general obligations index 
An index published by Municipal Market Data 
composed of interest rates of the highest qual- 
ity state and local debt issuers. 

Actual synthetic rate 
If the hedged item is an existing financial instru- 
ment or an expected transaction that is intend- 
ed to bea financial instrument, the rate achieved 
by a synthetic instrument considering its cash 
flows for a period of time. 

At-the-market 
The prevailing market price or rate. For exam- 
ple, an at-the-market swap is entered into at no 
cost to the government. 

Basis risk 
The risk that arises when variable rates or prices 
of a hedging derivative instrument and a hedged 
item are based on different reference rates. 

Benchmark interest rate 
A widely recognized and quoted rate in an active 
financial market that is broadly indicative of the 
overall level of interest rates attributable to high- 
credit-quality obligors in that market. It is a rate 
that is widely used in a given financial market 
as a basis for determining the interest rates of 
financial instruments and commonly referenced 
in interest-rate-related transactions. 

Call option 
An option that gives its holder the right but not 
the obligation to purchase a financial instrument 
or commodity at a certain price for a period of 
time. 

Cash flow hedge 
A hedge that protects against the risk of either 
changes in total variable cash flows or adverse 
changes in cash flows caused by variable prices, 
costs, rates, or terms that cause future prices to 
be uncertain. 

Commodity swap 
A swap that has a variable payment based on the 
price or index of an underlying commodity. 

Companion instrument 
The element of a hybrid instrument, such as a 
borrowing, that as a separate instrument would 
be measured on a basis other than fair value. 
A hybrid instrument consists of an embedded 
derivative instrument and a companion instru- 
ment. 

Consistent critical terms method 
A method of evaluating effectiveness by quali- 
tative consideration of the uniformity of the sig- 
nificant terms of the hedgeable item with the 
terms of the potential hedging derivative instru- 
ment. 

Credit risk 
The risk that a counterparty will not fulfill its 
obligations. 

Critical term 
A significant term of the hedgeable item and 
potential hedging derivative instrument that 
affects whether their changes in cash flows or 

(ontinued on page 140) 
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fair values substantially offset. Examples are the 

notional or principal amounts, payment dates, 

and, in some cases, fair values at inception, 
indexes, rates, and options. 
Dollar-offset method 

A quantitative method of evaluating effective- 

ness that compares the changes in expected cash 

flows or fair values of the potential hedging 
derivative instrument with the changes in 
expected cash flows or fair values of the hedge- 
able item. 

Embedded derivative instrument 

A derivative instrument that is an element of a 

hybrid instrument. A hybrid instrument con- 

sists of a companion instrument and an embed- 

ded derivative instrument. When separated, an 

embedded derivative instrument, such as an 

interest rate swap, is measured at fair value. 
Expected transaction 

A transaction that is probable of occurring that 

exposes a government to the risk of adverse 

changes in cash flows or fair values. An expect- 

ed transaction also may be a firm commit- 

ment—a binding agreement for the exchange 

of a specified quantity of resources at a speci- 

fied price on a specified future date or dates. 
Fair value hedge 

A hedge that protects against the risk of either 

total changes in fair value or adverse changes 

in fair value caused by fixed terms, rates, or 
prices. 
Financial instrument 

A financial instrument is cash, evidence of an 

ownership interest in an entity, or a contract that 

both: 

e Imposes on one entity a contractual obliga- 
tion to deliver cash or another financial instru- 
ment to a second entity or exchange other 
financial instruments on potentially unfavor- 
able terms with the second entity 

* Conveys to that second entity a contractual 
right to receive cash or another financial 
instrument from the first entity or to exchange 
other financial instruments on potentially 
favorable terms with the first entity. 

Foreign currency risk 

The risk that changes in exchange rates will 

adversely affect the cash flows or fair value of a 

transaction. 

Forward contract 

A contractual agreement to buy or sell a secu- 

rity, commodity, foreign currency, or other finan- 

cial instrument, at a certain future date for a 

specific price. An agreement with a supplier to 

purchase a quantity of heating oil at a certain 
future time, for a certain price, and a certain 
quantity is an example of a forward contract. 

Forward contracts are not securities and are not 

exchange-traded. Some forward contracts, 

rather than taking or making delivery of the 
commodity or financial instrument, may be set- 
tled by a cash payment that is equal to the fair 
value of the contract. 

Futures contract 
An exchange-traded security to buy or sell a 


security, commodity, foreign currency, or other 
financial instrument at a certain future date for 
a specific price. A futures contract obligates a 
buyer to purchase the commodity or financial 
instrument and a seller to sell it, unless an off- 
setting contract is entered into to offset one’s 
obligation. The resources or obligations 
acquired through these contracts are usually ter- 
minated by-entering into offsetting contracts. 

Hedge accounting 
The financial reporting treatment for hedging 
derivative instruments that requires that the 
changes in fair value of hedging derivative 
instruments be reported as either deferred 
inflows or deferred outflows. 

Hedgeable item 
An asset or liability, or expected transaction that 
may be associated with a potential hedging 
derivative instrument. 

Hedging derivative instrument 
A derivative instrument that is associated with 
a hedgeable item and significantly reduces an 
identified financial risk by substantially offset- 
ting changes in cash flows or fair values of the 
hedgeable item. 

Hybrid instrument 
An instrument that is composed of an embed- 
ded derivative instrument and a companion 
instrument. 

Hypothetical derivative instrument 
An assumed derivative instrument designed to 
have terms that exactly match the critical terms 
of the hedged item, other than its maturity date, 
which would be the same as that of the poten- 
tial hedging derivative instrument. 

Interest rate risk , 
The risk that changes in interest rates will 
adversely affect the fair values of a government's 
financial instruments or a government’ cash 
flows. 

Interest rate swap 
A swap that has a variable payment based on 
the price of an underlying interest rate or index. 

In-the-money 
In the case of a call option, an option that has 
a market price above its strike price. In the case 
of a put option, an option that has a market 
price below its strike price. 

Intrinsic value 
The value of an option if the option is exercised 
immediately. An option that has intrinsic value 
is in-the-money. 

Investment derivative instrument 
A derivative instrument that is entered prima- 
rily for the purpose of obtaining income or prof- 
it, or a derivative instrument that does not meet 
the criteria of a hedging derivative instrument. 

Leverage 
The means of enhancing changes in fair value 
while minimizing or eliminating an initial invest- 
ment. A leveraged investment has changes in fair 
value that are disproportionate to the initial net 
investment. An unleveraged investment requires 
a far greater initial investment to replicate simi- 
lar changes in fair values. Derivative instruments 


are leveraged instruments because their changes 
in fair value are disproportionate to the initial net 
investment. For example, an interest rate swap 
that has a notional value of $100 million is entered 
with no initial net investment. Thereafter, as inter- 
est rates change, the swap produces changes in 
fair value consistent with a $100 million fixed-rate 
financial instrument. 

Loan commitment 
Formal offer for a defined period of time by a 
lender to extend a loan to a borrower accord- 
ing to specified terms such as the amount of the 
borrowing and repayment terms, including 
interest rates. 

London Interbank Offered Rate (LIBOR) 
A daily reference rate published by the British 
Bankers’ Association based on the interest rates 
at which banks offer to lend unsecured funds 
to other banks in the London wholesale money 
market (or interbank market). This is the tax- 
able rate that the most creditworthy banks 
charge each other. It is a common reference rate 
used in derivative instruments. 

Market risk 
The risk that changes in market prices will 
reduce the fair value of an asset, increase the fair 
value of a liability, or adversely affect the cash 
flows of an expected transaction. 

Market-access risk 
The risk that a government will not be able to 
enter credit markets or that credit will become 
more costly. For example, to complete a deriv- 
ative instrument’ objective, an issuance of 
refunding bonds may be planned in the future. 
Ifat that time the government is unable to enter 
credit markets, expected cost savings may not 
be realized. 

Notional amount 
The number of currency units, shares, bushels, 
pounds, or other units specified in the deriva- 
tive instrument. It is a stated amount on which 
payments depend. The notional amount is sim- 
ilar to the principal amount of a bond. 

Off-market term 
A provision in a derivative instrument, such as 
arate, price, or term, that is not consistent with 
the current market for that type of contract. 

Option 
A contract that gives its holder the right but not 
the obligation to buy or sell a financial instru- 
ment or commodity at a certain price for a peri- 
od of time. 

Potential hedging derivative instrument 
A derivative instrument that is associated with 
a hedgeable item prior to the determination that 
the derivative instrument is effective in signifi- 
cantly reducing the identified financial risk. 

Put option 
An option that gives its holder the right but not 
the obligation to sell a financial instrument or 
commodity at a certain price for a period of 
time. 

Quantitative method 
A method of evaluating effectiveness using a 
mathematical relationship. Synthetic instru- 
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ment, doliar-offset, and regression analysis are 
the quantitative methods specifically addressed 
in this Statement. 

Reference rate 
The rate to which a derivative instruments vari- 
able payment is linked. Common reference rates 
are LIBOR, the SIFMA swap index, the AAA 
general obligations index, and the pricing point 
of a commodity. For example, a commodity 
swap’ variabie payment may be linked to the 
price of No. 2 heating oil at the New York har- 
bor pricing point. Other literature may refer to 
a reference rate as a reference index. 

Regression analysis method 
A statistical technique that measures the rela- 
tionship between a dependent variable and one 
or more independent variables. The future value 
of the dependent variable is predicted by meas- 
uring the size and significance of each inde- 
pendent variable in relation to the dependent 
variable. Regression analysis included in the text 
of this Statement uses only one independent 
variable. 

Rollover risk 
The risk that a hedging derivative instrument 
associated with a hedgeable item does not 
extend to the maturity of that hedgeable item. 
When the hedging derivative instrument termi- 
nates, the hedgeable item will no longer have 
the benefit of the hedging derivative instrument. 
An example is an interest rate swap that pays 
the government a variable-rate payment that is 
designed to match the term of the variable-rate 
interest payments on the government’ bonds. 
If the hedging derivative instruments term is 10 
years and the hedged debts term is 30 years, 
after 10 years the government will lose the ben- 
efit of the swap payments. 

Securities Industry and Financial Markets 

Association (SIFMA) swap index 
An index sponsored by the Securities Industry 
and Financial Markets Association of seven-day 
high-grade tax-exempt variable-rate demand 
obligations, formerly known as The Bond 
Market Association swap index. 

Spot price 
Current delivery price of a commodity trading 
in the spot market at a specified location or pric- 
ing point. In the spot market, commodities sold 
or purchased for cash are immediately delivered. 

Strike price 
In the case of a call option, the price at which 
the holder of a call option may purchase a finan- 
cial instrument or commodity. In the case of a 
put option, it is the price at which the holder 
may sell a financial instrument or commodity. 
The strike price also is known as the exercise 
price. 

Swap 
A type of derivative instrument in which there 
is an agreement to exchange future cash flows. 
These cash flows may be either fixed or variable 
and may be either received or paid. Variable 
cash flows depend on a reference rate. 


Swaption 


An option to enter into a swap. When a swap- 
tion is an interest rate option, it may be used to 
hedge long-term debt. When a government sells 
a swaption (also called writing a swaption), a 
cash payment may be received. Option pricing 
theory, including time and volatility measures, 
is used to value swaptions. 


Synthetic instrument method 


A method of evaluating effectiveness that com- 
bines a hedged item and a potential hedging 
derivative instrument into a hypothetical 
financial instrument to evaluate whether the 
hypothetical financial instrument pays a sub- 
stantively fixed rate. 


Synthetic price 


The price of the existing or expected commod- 
ity transaction as adjusted by the effect of the 
potential hedging derivative instrument. That is, 
the net price considering both the actual price 
of the existing or expected commodity transac- 
tion and the effect of the potential hedging 
derivative instrument. 


Termination risk 


The risk that a hedging derivative instruments 
unscheduled end will affect a governments asset 
and liability strategy or will present the govern- 
ment with potentially significant unscheduled 
termination payments to the counterparty. For 
example, a government may be relying on an 
interest rate swap to insulate it from the possi- 
bility of increasing interest rate payments. If the 
swap has an unscheduled termination, that ben- 
efit would not be available. 


Time value of an option 


The portion of an option’s fair value that is 
attributable to the time remaining on the option 
before expiration. An option with time value but 
no intrinsic value is out-of-the-money or at-the- 
market. Time value is the difference between an 
option’ fair value and its intrinsic value. 


Underlyings 


A specified interest rate, security price, com- 
modity price, foreign exchange rate, index of 
prices or rates, or other variable (including the 
occurrence or nonoccurrence of a specified 
event such as a scheduled payment under a con- 
tract). An underlying may be a price or rate of 
an asset or liability but is not the asset or liabil- 
ity itself. 


Wrap contract 


A contract in which the issuer provides assur- 
ance that the adjustments to the interest cred- 
iting rate of a synthetic guaranteed investment 
contract will not result in a future interest cred- 
iting rate that is less than zero. 


Written option 


An option sold by a government. The purchas- 
er of the option becomes the holder of it. 


Zero fair value 


Value of a derivative instrument that is either 
entered into or exited with no consideration 
being exchanged. A zero fair value should be 
within a dealer’ normal bid/offer spread. 
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Give your clients 


3 MONTHS 
FREE SERVICE 





SurePayroll: 
The SAFE Accounting Equation 


¥ Simple - Online Payroll 
Completed in 3 Clicks 


of Affordable - Full-Service Payroll 
and Payroll Taxes for Less 


o¥ Friendly - Unlimited Help from 
Passionate Payroll Experts 


Efficient - Free Report Downloads 
for Accountants 


Refer or resell payroll at 
no cost to you, hassle-free. 





Find out more in this month's 


Payroll & HR Solutions 
Special Focus Report 





SUREPAYROLL 


Your Payroll. Our Passion.” 


www.surepayroll.com 
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Five Key Concepts in Audit Sampling 


Three kinds of tests and two kinds of risk 
Adapted from “Audit Sampling,” published by the AICPA, 2008. Paperback. 
Member price: $69.00. Product 012538. Available at cpa2biz.com or 1-888-777-7077. 


At the beginning of the twentieth century, the rapid increase in the 
size of American companies created a need for audits based on 
selected tests of items constituting account balances or classes 
of transactions. Until then, a number of audits had included an 
examination of every transaction in the period covered by the 
financial statements and the professional literature paid little at- 
tention to the subject of sampling. 


Today, the AICPA “Audit Sampling” guide is a staple of many 
an auditor’s library. Now, updated for the first time since 
2001, the new edition reflects changes in sampling brought 
about by the risk assessment standards. 


This edition of the guide has been conformed to reflect the Defin- 
ing Professional Requirements standard, and includes guidance 
on audit documentation, and communicating internal control 
related matters. This guide also includes expanded guidance on 
the application of sampling to tests of controls and substantive 
test of details, including determining the sample size and evaluat- 
ing sample results, as well as guidance on following nonstatistical 
and statistical audit sampling approaches. 


In the opening pages, the guide addresses three types of audit 
tests and later discusses how to apply audit sampling to each. 


1. Tests of controls provide evidence about the effectiveness 
of the design, implementation, or operation of a control in 
preventing or detecting material misstatements in a financial 
statement assertion. In tests of controls, the auditor is generally 
concerned about the rates of any deviation from a prescribed 
control procedure. Tests of controls are necessary when the 
audit strategy is to rely on the effectiveness of the control. 


2. Substantive tests are audit procedures designed to obtain 
evidence about the validity and propriety of the accounting 
treatment of transactions and balances or to detect misstate- 
ments. Substantive tests differ from tests of controls in that 
the auditor is interested primarily in a conclusion about dol- 
lars. Substantive tests include (1) tests of details of transac- 
tions and balances and (2) analytical procedures. 


3. In some circumstances, 
an auditor might design 

a test that has a dual pur- 
pose: testing the effective- 
ness of a control and testing 
whether a recorded balance 
or class of transactions is 
materially misstated. in 
using dual-purpose testing, 
an auditor may have begun 
substantive procedures 
before determining whether 
the test of controls supports 
the auditor’s assessed level 
of control risk. 





Audit Sampling 
The guide also covers two notions 
of risk: Sampling Risk and Nonsampling Risk. 


e Sampling Risk is the risk that the auditor’s conclusion — 
based on a sample might be different from the conclu- 


same way to the entire population. Sampling risk arise 
from the possibility that a particular sample might col 
tain proportionately more or less monetary misstateme 
or deviation from prescribed controls than exist in the - 
account balance or class of transactions as a whole. — 


e Nonsampling Risk includes all the aspects of audit ris k | 
that are not due to sampling. An auditor might apply a 
procedure to all transactions or balances and still fail 10 
detect a material misstatement or the ineffectiveness of 
a control. : 


There is no common method that allows the auditor to mea-_ 
sure nonsampling risk. This risk can, however, be reduced tod 
negligible level by adequate planning and supervision of audit 
work and by implementing an effective quality control syste 1, 
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Publications 
Not-for-Profit Organizations Accounting Issues and Risks 
2008: Strengthening Financial Management and Reporting— 
Financial Reporting Alert 

Gain a better understanding of the current accounting and 
regulatory developments affecting financial reporting. Coverage 
includes the state of the economy and its affect on not-for-profit 
organizations, and IRS activities that impact exempt organizations. 


2008 Paperback 
No. 029207 
$35.00 member/$43.75 nonmember 


Audit Sampling—AICPA Audit Guide 2008 
No. 012538 
$69.00 membei/$86.25 nonmember 


Employee Benefit Plans Strategic Briefing, 2008-2009 
No. 780122 

Recommended CPE Credit: 6 

Level: Intermediate 

Format: On-Demand (online access) 

$130.00 member/$130.00 nonmember 


AICPA’s Annual Accounting and Auditing 

Update Workshop, 2008-2009 Edition 

Text, No. 736184; DVD/Manual, No. 187192 
Recommended CPE credit: Text, 27; DVD/Manual, 30 
Level: Update 

Text, $245.00 member/$306.25 nonmember; 
DVD/Manual, $205.00/$256.25 


Professional Ethics: 2008 Update 
No. 159430 

Recommended CPE Credit: 2 
Level: Basic 

Format: On-Demand (online access) 
$65.00 member/$81.25 nonmember 


Conferences 


Sep 25 - 26, 2008 
Bellagio, Las Vegas, NV 


Industry Conference 
Sep 18 - 19, 2008 





San Diego, CA 


e AICPA National Conference on Credit Unions 


Oct 20 - 22, 2008 


e AICPA National Forensic 
Accounting Conference on 
Fraud and Litigation Services 


e AICPA National Healthcare 


Sheraton San Diego Hotel and Marina, 


Grand Hyatt San Francisco, San Francisco, CA 





CPE Self-Study 
Audits of Banks, Savings Institutions, Credit Unions and 
Other Financial Institutions 


Learn the accounting and auditing fundamentals with this 
new self-study course that features practical worksheets and 
insights such as the applicable metrics that create value for 
financial institutions. 


Recommended CPE credit: 8 

Level: Intermediate 

Prerequisite: Basic general audit knowledge and/or experience 
Format: Text. $145.00 member/$181.25 nonmember 





Tax Research Techniques, 8th Edition 
No. 061074 
$59.00 member/$73.75 nonmember 


Bookkeeping, Payroll and Other 

Accounting Services: Managing the Risks 

No. 733760 

Recommended CPE Credit: 4 

Level: Intermediate 

Format: Text. $85.00 member/$106.25 nonmember 


Life Cycle Planning for the CPA Practice: 
Practical Strategies and Forms 

No. 090496 

$79.00 member/$98.75 nonmember 


The AICPA Audit Committee Toolkit— 
Public Companies, 2nd Edition 

No. 991006 

$25.00 member/$31.25 nonmember 


Thirty-Plus Practical Tools and Techniques 

for Making Your Key Financial Decisions 

No. 733830 

Recommended CPE Credit: 8 

Level: Intermediate 

Format: Text. $135.00 member/$168.75 nonmember. 











Web Events 


e Not-for-Profit Organizations 
Strategic Briefing — 2008/2009 
CPE Webcast On-Demand 
Preliminary CPE Credit: 6 
780123 


Financial Success Viewed 
Through a Non-Financial 

Lens — CFO Roundtable Series, 
2nd Quarter 2008 

Webcast On-Demand 


780137 : 
www.epa2biz.com 
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Reviewer — Full-time or part-time. Midsize Regional 
Public Accounting firm with offices in Westchester 
County, New York is seeking a CPA with experience 
in reviewing audited financial statements for munici- 
pal and not-for-profit entities. This is an ideal posi- 
tion for recent retiree seeking a part-time position. 
Send resume and cover letter to pdalton@odmd. 
com. 


Nationwide (All States) opportunities (all levels) in 
accounting, internal audit, IT audit, finance, consult- 
ing and tax with Big 4 and Fortune 500 client 
companies. Confidentiality is assured. Email confi- 
dential resume: donmay @alliedsearchinc.com. 


letotomtt: 
help future 
P 4 plus years experienced tax CPA to join multi-dis- 
cipline practice (tax, legal and financial services) for 
wealthy families: Integrity, competence, attention to 
detail with strong tax planning experience. denise @ 
lofygroup.com. 


TAX ADMINISTRATOR WANTED 
THE U, S, SECURITIES AND EXCHANGE COMMISSION 


seeks tax compliance & administrative services for settlement 
funds/ Qualified Settlement Funds under Section 468B(q) of 
the Internal Revenue Code (IRC), 26 U.S.C. * 68B(g), and 
related regulations, 26 CFR. ** 1.468B-1 through 1.468B-5, 


A statement of requirements describing the work to be 


Washington, D.C. area -Tax and Audit Supervi- 
sors/Managers. Dynamic, growth oriented Northern 
Virginia public accounting firm, founded in 1956 has 
opportunities for experienced tax and audit supervi- 
sors and managers. Requires CPA licensure and 5+ 
years recent public accounting experience. Attractive 
benefits package, competitive salary, life/work bal- 
ance, Fridays off in the summer and cutting edge 
technology. Relocation costs are negotiable. Please 
see our website www.tgccpa.com for complete job 
descriptions. Send resume to resumes @tgcc 
pa.com. 


, the leader in CPA Exam 
review for more than 50 years, 
is seeking talented, motivated 
professionals to join our success- 
focused team. 


Would you enjoy: 


e Interacting with students and CPA 
candidates asa 


running a territory? 


e Networking with firms and corpora- 
tions asa i 


¢ Mentoring tomorrow’‘s CPAs and 
business leaders as an @ 


If so, your future success may be 
with Becker. 


SL 
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See our ad on page 1. 


The power to move you forward 


performed and the procedures and deadline for submitting 
proposals shall be issued on or about September 30, 2008 to 
those expressing interest in response to this notice. 


To obtain the statement of requirements 
please email: taxadm@sec.gov 





BEMIDJI STATE UNIVERSITY 


invites submission of application materials for the position: 


3M Endowed Chair of Accounting 


Review of applications will begin 
November 1, 2008 and continue until filled. 
You may access the BSU/NTC Human Resources website at 
http://www.bemidjistate.edu/offices/human_resources 

for a complete vacancy announcement. 


PENNSTATE 


Penn State Fayette, The Eberly 
Campus, invites applications for an 


Assistant, Associate, or a Full Professor 
of Accounting (36 weeks). Teach in BS 


in business; help establish and lead 


accounting option. Research and service 


expected. For more information and 
how to apply visit 


http:/Awww.psu.jobs/Opportunities/Opportu 
nities.html and follow the “Faculty” link. 


AA/EOE 





A member of the Minnesota State Colleges and Universities 
Bemidji State University is an Equal Opportunity 
Educator and Employer 
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To advertise call: (800) 237-9851 


Technical Accounting Positions - Are you looking for an intellectually challenging work environment on the cutting 
edge of financial accounting and reporting, where you can broaden your knowledge and improve your professional skills? 
Would you like to know that you’re making a real impact on behalf of the investing public, promoting thelr interests by helping 
to improve the United States financial reporting environment? The Financial poo Standards Board (NE) is seeking 
bright, motivated people for its research and technical staff to nee establish high-quality financial accounting standards. 

FASB standards are the product of the research and technical staff’s: 












* In-depth research and development of solutions to a variety of complex financial reporting problems 
* Extensive contact with high-level individuals in industry, public accounting, the investment and analyst communities, 
and academe who have an interest in the outcome of the standards-setting process. 






Job Description: As a member of the research and technical se ou will: Analyze technical issues and develop proposals to resolve the 
issues that consider the needs of users of financial statements, related GAAP and underlying concepts, and related implementation, 
practicability, and cost/benefit issues * Lead and manage projects by focusing on key issues, reaching out to constituents, and considering 
alternative views * Recommend solutions for accounting and reporting issues * Communicate about FASB projects to FASB Board members 
and FASB’s constituent organizations through articles, research reports, speeches, and presentations * Manage the decision-making process on 
the projects assigned * Report to the Technical Director. 








Requirements: To join the FASB research and technical staff you will need: A bachelor’s degree in accounting « At least 4 years of technical 

accounting experience for our Assistant Project Manager positions and 10+ years of experience for our Project Manager positions * An 

understanding of U.S. GAAP (an understanding of IFRS is preferred, but not One written and verbal communication skills 
i 


* Strong time management, organization, and leadership skills * Good interpersonal skills + Ability to work effectively in a team environment. 








Employment at the FASB offers: Poe salaries + Excellent benefits * An intellectually stimulating work environment on the cuttin 


Gone of financial accounting and reporting, where you can broaden your pho wlenge and improve your professional skills * Flexible work hours to 
help balance the demands of business and personal life * Business casual dress for a comfortable yet professional work environment. 
Ginny Cintron, Personnel Manager, Financial Accounting Foundation 
401 Merritt 7, PO. Box 5116, Norwalk, CT 06856-5116 
About the FASB: The FASB establishes and improves standards of financial accounting and reporting for the guidance and education of the public 
including issuers, auditors and users of financial information. : 






Contact Information - Send your resume and a cover letter to: 
Email: vicintron@f-a-f.org 
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EXECUTIVE 


OPPORTUNITIES 


Bookkeeper - Keep records of all accounting trans- 
actions including tax documents. Post transactions in 
journals. Summarize details in ledgers of transfer 
data to general ledger using MYOB, Infopillar, 
Peachtree and Paragon. Reconcile and balance ac- 
counts. Prepare reports on cash receipts and expen- 
diture and profit and loss. Calculate wages for em- 
ployees and prepare checks. Requires: 2 years 
experience. 40-hour/week. Job/Interview Site: City of 
Industry, California. Send resume to: ARC Interna- 
tional Corporation, PO Box 90503, City of Indus- 
try, CA 91715-0503. 


Business /Professional Services 


Doing business in Germany? CPA/Certified 
German Tax Advisor/Certified German Legal Advo- 
cate guides US investors across the pond (tax and 
legal advisory, accounting and compliance services). 


Peter and Karl Sauer: www.GermanCPA.de; 
| Email: GermanCPA @ GermanCPA.de. 


| A CPA QuickBooks Pro-Advisor specializes in help- 
ing CPA firms on QuickBooks questions and projects. 


See www.AccountingForBusinessessOnline.com. 


ain 


Arizona - Seeking Associate to share my 
office and assist with client work. I’m not quite ready 
to retire, you less so. | need help with my tax based 
oractice and a transition plan. You must have a tax 










_ focus, developing client base, and ability to handle 
- complex issues. | also have room for two staff mem- 
_ bers. Contact: ira@felco.biz or (602) 850-5101. 





’ Section 6694 Analysis, proposed 6694 regulations 
and other law for tax return preparers at 


www.section6694penalty.com. 











Internal Inspection Services for Peer Review. Out- 


- source your yearly internal inspection for compliance 


with peer review. Email thad.porch @porchcpa.com. 


377 Excel mysteries SOLVED byMrExcel. Download 
FREE e-book from www.MrExcel.com/joa.html. 









Budgeting and forecasting software — Stop 


| wasting time with your spreadsheet software. Save 


time and do more with PlanGuru. Free trial. 
www.planguru.com. 


PAYROLL SOFTWARE Tec 


Stand-alone, runs unlimited clients, includes 
tax tables, direct deposit and more. ONLY $249! 


Fre® 300-444-9922 CHECK wu ARK 


www.checkmark.com oe awaRe INC. 






















For assistance in placing your ad 
in this section, please contact: 


(800) 237-9851 * joa@rja-ads.com 
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Need help with your practice? Consultant with 20 
years experience helping CPAs willing to come to your 
office and show you how to manage your practice with 
greater profitability, use your time more efficiently and 
develop high quality clients. For more information call 
Frank Salman, CPA office (760) 952-2491 or Cell 
(760) 953-6448. www.accountantsmarketing.com. 


START-A-PRACTICE 
“As we just concluded our first full — 
-year, | am pleased to let you know — 
_ that we achieved our goal of 
~ generating $200,000 in revenue _ 
from high-quality clients.” 
AS ly ee Kent, CPA, Las Vegas, Jan. 2007 


Education 





CPA, CFP® CPE. NASBA, QAS, CFP®, EA 
provider. All subjects, ethics. Print/online. 20% off: 
Use code JA2. Beacon Hill Financial Educators. 
(800) 588-7039. www.bhfe.com. 


Frank Salman, CPA * 760-952-2491 
www .Accountants Marketing.com 


WORK SMARTER, 
NOT HARDER! 


- Practice marketing programs 
- Practice management program 
- $250K+ guaranteed 


FREE Info Kit on Practice Mkt. 
(888) 999-9800 
www.buildyourfirm.com 








Incorporate in any state. Avoid high fees. Regis- 
tered Agents Legal Services, LLC. $99 agent fee. 
(800) 400-6650; www.inclegal.com. 













BUILD 
YOUR FIRM 


NCI’s Six Million Dollar Man 
will teach you 
how to grow your practice. 

In 1996, CPA Troy Patton’s struggling new firm 
took off and grew to over $6,000,000 in annual 
revenue in six years. He has now joined the 
company responsible for that growth, 


New Clients, Inc. Our most 
successful client ever will teach you how to: 


OUR BUSINESS IS TO GET 
bot TUT ta 


Increase your revenues as an 
Independent Controller 
. Consultant. 
Companies in your area are struggling 
to remain profitable—and you're in a 
position to help. 
Sound lucrative? It is. 

Our exclusive lead-generating program 
will show you how. 

For more than twenty years, Professional 
Controllers, Inc. has helped hundreds 
of accountants nationwide grow their 
business as Independent Controller 
Consultants. And we can help you grow 
your business, too. 


For more ro aaa call 1-800-468-5858 


































° Use guaranteed marketing approach 
covering internet, website, appointment 
setting and email marketing techniques 

+ Practice management - Troy oversaw an 11 
office practice with 80 employees 

+ Add financial planning - half of Troy’s 
$6,000,000 firm was financiai services 

+ Target small to medium sized business 
clients - the backbone of the US economy 

» Sell your practice when the time comes and 
avoid costly mistakes 

«See our display ad on page 75 


Call 1-888-New Clients 
(1-888-639-2543) 
www.newclientsinc.com/joaclass 



































or visit & www.usa-pei.com 






Professional \Controllers|nc. 


(Over 20 Yeurs Working For You 
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Practices ForSale ==—_| Practices For Sale 
Account/Tax Practices and Clients for sale. Write- 
up/Tax. Terms depending on location and clients. 

(866) 538-2228. Vi RUAANS EL 


Atlanta, Georgia (Peachtree Corners area)-CPA 
practice for sale. Reply to: P.O. Box #421, c/o JOA, 
PO Box 1510, Clearwater, FL 33757-1510. 


Pittsburgh North CPA Firm. One owner. Send in- 
quiries to: P.O. Box 514, Natrona Heights, PA 15065. 


DO NOT BUY 


An Accounting Or CPA 
Practice Until You Read 
This 
“5 Pitfalls to Avoid When Buying 
a CPA or Accounting Practice + 


800 e 729 e 903 l What is a Firm Really Worth?” 


Cash Buyers Waiting! To request your Free Report go to: 


www.CoachPatton.com 
Pay Less To Sell Maur Practice | , 
| PA et our 
| $$ $$ : 









800-800-1776 

























25 years of SAL Tat A is acal iad ape 
Ready to sell? Why pay more? Peers Ne pee 2 
offers outstanding service for less. | aR ; Te ~ — work for you! WANT TO 
We provide: | R RIN 
+ Lower commission rate oe, SELL OR BUY 
(Call and see just how low) PROFESSIONALS NATIONWIDE. ; s COUNT. NG 


* Huge database of qualified buyers 3 
| « Expert negotiators - hundreds of ny © p as al es. ae ) 
| successful sales completed : — 
oking to Buy? = Make It Easy On Yourself 
Toll Free (888) 847-1040 


Go to: www.newclientsinc.com/Joa3 Bere ae 
ee ana www.accountingpracticesales.com 
| or call 1-888 New Clients aris Q Reg 2g zistration Fr ree To Buye ers 
\ 1-888-639-2543 oan 
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Need internet advertising? | 800.419.1 223) co SALES 
http: / / www.t] a-ads.com/ cpa2biz NORTH AMERICA'S LEADER IN PRACTICE SALES 





accountingbroker.com 
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To learn more about your advertising options in JofA’s Executive Opportunities section, 
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The CPA’s Guide to 
Long Term Care Planning 


By Ronald A. Fatoullah, Esq., CELA; Harry 
S. Margolis, Esq.; Kenneth M. Coughlin and 
ElderLawAnswers 


CPAs, financial planners, and tax professionals will find an overview of 
elder law issues and concerns, including advanced directives, Medicaid, 
Medicare and a multitude of other topics facing elderly clients and their 
loved ones, including: 


e Inheritance Planning 

e Reverse Mortgages 

e Long-Term Care Insurance 

e Nursing Home Issues 

e Disability Planning 

e Tax Issues 

As you guide your clients through planning issues at multiple levels, 

you can help them even further by being cognizant of the basic rules and 
regulations pertaining to governmental programs and other options for 
paying long-term care. 
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2008 paperback 

No. 017259 _—tj. 
Regular $111.25 
AICPA Member $89.00 


Order today and visit www.cpa2biz.com 
for more personal financial planning and 
eldercare resources. 





www.cpa2biz.com 





888.777.7077 








Die LeOt WORD 


As a tax and financial adviser to professional athletes, | 
enjoy working with them and helping them manage their 
wealth. Their issues are not unlike yours and mine, really, 
only on a larger scale. They need to learn to budget their 
money, be committed to savings and investments, and focus 
on their career. 


I’m a managing director at Octagon, a full-service sports 
agency and sports consulting business. We handle athletes 
from just about all sports: tennis, basketball, football, baseball, 
hockey and others. In just about every sporting event, we have 
a client in it somewhere. So we're 
always pulling for them and wishing 
the best for them. In the longer term, I 
enjoy seeing clients reach retirement 
with a nice portfolio. I love that part of 
‘our business, and I do love sports, too. 
I grew up with five brothers and had to 
learn to love sports if I was going to 
hang in there with them! 


I’ve lived in the D.C. area or Maryland 
most of my life. 1 graduated from the 
University of Maryland, got my CPA 
and worked in public accounting for 
just a couple of years before I started 
working with Octagon. I’ve been here 
for 23 years now. My husband, Steve, 
and I live in Gaithersburg, Md. We 
have three children, with the oldest 
recently married and the youngest just 
having graduated from high school. My 
husband has his own financial plan- 
ning business in Gaithersburg. 


| took my first accounting class in college, and I caught on 
pretty quickly and liked it. So I pursued it as a degree and 
found I really enjoyed working in the tax area. When I started 
working at Octagon, it was primarily to do tax work for the 
athletes. Their returns can be tricky because they're required 
to file in every state in which they earn income, so you can 
have 10 or 15 different states for one client. This past year, we 
had a couple of very large and complex tax cases that we took 
to IRS appeals and which were settled favorably for the clients. 
It can get rather complicated. For example, for nonresidents of 
the U.S., we have to determine how much of their endorse- 
ment income is required to be reported in the U.S. and how 





Jan Plewes, CPA 
Managing Director 
Octagon Financial Services 
McLean, Va. 


much of that is considered royalties. Some royalties are exempt 
by treaty. Those are the kinds of things that really fascinate me. 


Athletes face a lot of peer pressure to spend money and 
to live a certain lifestyle. We try to keep them from focusing 
on that and just look at how much money they can put away 
today, because we know that they're going to retire when 
they're still young: A lot of people want to take advantage of 
athletes because they have a lot of money. Sometimes family 
and friends bring them investment ideas—schemes, you might 
even call them. Or somebody says. something in the locker 
room, and it sounds to them like a great 
idea. And the client says, “Oh, well, I'll 
just put a little money into this, a little 
money into that.” But these things rarely 
work out. Often, they’re not executed 
well or the investment is not sound. 


The athletes can benefit from good, 
solid guidance. Moses Malone, for 
example, has been very diligent about 
investing. He was one of the first bas- 
ketball players to come straight out of 
high school into the professional 
leagues. He’s been really successful, and 
I think that’s because he’s listened to 
solid advice. He’s been a terrific client 
for us. 


As you might expect of a sports agency, 
we have a lot of former athletes here 
and just some very fit people. I’ve been 
a recreational runner for 18 years, 
including one marathon. My other hob- 
bies are cooking and wine tasting. It’s 
always fun to try new recipes and wine with friends. I’ve also 
been very active in my kids’ schools. I was president of the 
elementary school PTA for a year, and for the past two years 
I was the parent volunteer coordinator at a high school of 
more than 2,400 students. 


We had a client in the French Open recently. We have lots of 
TVs around the office, and so we turned on the match and 
watched it while we were working. We can stand around and 
talk sports a little bit during the day, and in fact, it’s important 
that we do. And it’s fun. 

—As told to Paul Bonner 
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How Do You Perform 
Client Accounting 30% Faster? 


By regaining full control of client accounting. 


With web-based, unified Accounting 
Relief®, you and your clients work 
together with you in full command. 


So you don't waste any more time: 
Correcting the mess clients make. You 
prevent clients from making a mess by limiting 
their access only to the functions they can 
perform. 


Performing cumbersome file transfers. There 
are no file transfers. 


Traveling to client offices. You can work from 
anywhere at any time. 


Chasing after clients for accounting data. It's Simplify bookkeeping ice) g Alte clients. 
always available to you. 


“My clients are pleasantly surprised that all they do is Taney 
write their business checks and post deposits using 
Accounting Relief and from that, | do their complete 
accounting work. It's a big change from dropping off checks 
__ and deposit information at the office, or using a bookkeeping 
* * * * * Bum aRe uel oR Ur LRM) aul Ls ie 

Marlowe Crawford, Detroit, MI 


Entering data unnecessarily . Credit card 
transactions and online banking transactions 
are entered directly into Accounting Relief! 


Highest rating! 





“Accounting Relief is an outstanding innovation 


in the way professional accountants interact To learn more call 888-999-1 366 
with their clients...putting more control back into ee Z , 
the hands of their accountant is brilliant!” or visit www.AccountantsWorld.com/ar 


— CPA Techriology Advisor, Nov. 2007 









Accounta ntsWorld' 


Do More. Do Better.” 












Try it for 


Your staff and an unlimited number of clients get access to Accounting iz RE 2 
Relief for just $99 per month or $995 per year. If you wish, you may today. 
resell the bookkeeping module to your clients at any price you choose 
and make Accounting Relief a profit center while saving yourself time. 


Breakthrough pricing makes Accounting Relief a profit center. 









Accounting Relief is a registered trademark of Accountants World. 


i 
1 


Ver 
= 


Mente eR Eb and Report Co 


eae, o 
tee 





ip ARES geal yc Anse 
ew Nel Qi pam eh 


a 
ae al gies hs oto? pA he 


Sai fqlsee ea aaR 
sings gee ant ane Re 


aoa a Gp here are 
WEE Saba Sic lei ape Ae 
ea a. 

( Bee hs 


Se en as Ea 
eS no ee aoe ae 














ae camry hs 
Se ee Se Ra RIT Cee 
yi: re ive 


oe Sats cope Ace a ag al YA 
cle Freee crap ea hit) a a a rg 





SS eat eae) 


a Daa ay . foals 
A RS ea Py 


ntation Collection’ 


Frese 


~ Featuring Lockhart’s Platinum 


Lo eS 20: 
| Oa ae 








ag 


“| 
1: 








2709 or FAX to (214) 348-3782 


VISIT www.LockhartAdvantage.com 


FREE SAMPLE KIT #JB908 


Ley NA RET RT 


THE LOCKHART GUARANTEE 


You risk nothing! 100% unconditional guarantee. 
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